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I. INTRODUCTION

Donor advised funds allow taxpayers to get the rfesirable tax treatment for
a charitable contribution with no requirement thay of the contribution be put to
active charitable use. In a time of economic srithx benefits are flowing out to
taxpayers but with no guarantee that any benelfitfiiv to charities for their active
charitable purposes.

At its core, a donor advised fund is a contractakdtionship between the donor
and a public charity. The donor contributes money or other propertihtocharity,
which then holds the money in a separate bookkgepicount. The donor retains
the right to advise the public charity as to whanwhom, and in what amount
distributions should be made from the account. ddweor does not retain any legal
control over the contributions. The final decisimaking authority rests with the
public charity.

For example, Jack has had a successful year anddeaignificant income. He
also has done well with his investments and hasrakinvestments with sizeable
capital gains. Jack holds his marketable secaritiea brokerage account at Fidelity
Investments. In late December, Jack decides thatvduld like to make a large
charitable contribution to reduce his income tability. Jack would like to make a
$50,000 charitable contribution. In the past, Jhek thought on and off about
charitable giving but he does not have a particcifarity in mind. Jack decides that
a donor advised fund is his best option. It isxpensive to create, and he can reap
the tax benefits in the current taxable year. Jaektes a donor advised fund with
Fidelity Charitable Gift Fund (Fidelity Gift) andansfers $50,000 of his appreciated
marketable securities to the account. Becauselifyid€ift is a § 501(c)(3)
organization, Jack will receive the most favoratdex treatment for his gift.

1 At the outset, this Article uses “public charitid name the organization holding the
donor advised fund. The Pension Protection AcR@®6, as discussed later, defines the
organization holding the donor advised fund as pofisoring organization.” |.R.C. §
4966(d)(1) (2009). A sponsoring organization sualicly-supported charity or a charity that
is exempt by operation of law and does not havena®et the public support tests. A
sponsoring organization cannot be a private fouadatl.R.C. § 4966(d)(1)(B). A “publicly
supported charity” is one that receives a set mgage or more of its support from the public
and does not receive more than a set percentaige afpport from gross investment income
or unrelated taxable business income. |.R.C. §5@®) (2009).

2 Fidelity Charitable Gift Fund is an entity separfiom Fidelity Investments. Although
created by Fidelity Investments, the Fidelity Ctaie Gift Fund is not owned or controlled
by Fidelity Investments. The Fidelity Charitablé&tGund has a self-perpetuating board of
trustees. SeeFidelity Charitable Gift Fund, About the Charityttp://www.charitablegift.org/
learn-about-charity/board.shtml (last visited M2&, 2010).
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Additionally, Jack does not have to select a chbké recipient now. In fact, under
the terms of Jack’s donor advised fund agreemetfit Fidelity Gift, Jack only must
make $250 in grants every seven years.

From time to time, donor advised funds have att@eittention as needing some
regulation®* The concerns involved both the private benefitg might be received
by a donor and the delay in making payments favaatharitable purposés.Until
2006, any proposals to regulate or reform donoisadvfunds had gone nowhére.

The Pension Protection Act of 2006 (PPA) for thstftime defined a donor
advised fund and imposed excise taxes to prevanesabuses. Some taxpayers
were directing that grants be made to individuakted to the taxpayer or to
organizations that the taxpayer or related persmmgrolled® In a letter to the
Senate Finance Committee, then I.R.S. Commissidiagk Everson wrote that:

[the Service had] found that certain promoters arage individuals to

establish purported donor-advised fund arrangentbiatsare used for a
taxpayer’'s personal benefit, and some of the dbarthat sponsor these
funds may be complicit in the abuse. The promoteeppropriately

claim that payments to these organizations are aixdiel under section

170 of the Code. Also, they often claim that tisseds transferred to the
funds may grow tax free and later be used to betrefidonor in the form

of compensation for purported charitable projetdsieimburse them for
their expenses, or to fund their children’s edwai

In addition to defining donor advised funds and @sipg excise taxes, in PPA
Congress also identified several areas of concemh directed the Treasury
Department to study donor advised funds and repack on any further needed
action® Congress’s concerns might be summarized in omstigun: Is the current
deduction allowable for contributions to a donoviadd fund appropriate given both
the lack of a required minimum payout and the den@tained advisory privilege?

SU.S.DEFT OF TREAS., GENERAL EXPLANATIONS OF THEADMINISTRATION’ S FISCAL YEAR
2001REVENUE PROPOSALS105-07 (2000).

4 Charities and Charitable Giving: Hearing Before tBeComm. on Finance on Proposals
for Reform 109th Cong. 3 (2005) [hereinafter Gravelle] (jaregl statement of Jane G.
Gravelle, Senior Specialist in Economic Policy, @@ssional Research Service).

5 Gravelle, supra note 4; U.S. DEPT OF TREAS, GENERAL EXPLANATIONS OF THE
ADMINISTRATION’ SFISCAL Y EAR 2001REVENUE PROPOSALS(2000).

5 See New Dynamics Found. v. United States, 70 Fed. 782 (2006) (denying
organization’s tax-exempt status because of petsbeaefits flowing to donor through
purported donor advised funds).

" Enforcement Problems, Accomplishments, and Futurecfion: Hearing Before the S.
Comm. on Finance on Exempt Organizatijob@9th Cong. 5-6 (2005) (written statement of
Mark W. Everson, Commissioner, Internal Revenueife).

8 Pension Protection Act of 2006, Pub. L. No. 109;28 1226, 120 Stat. 780, 1226
(2006).
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Most of the articles written on donor advised fuhdse focused on their place
among other charitable giving options. In respotseNotice 2007-22, many
interested parties discussed the operation andefatudonor advised funds, but none
suggested a new model for them.

This Article presents a proposal for further moatify donor advised funds to
retain most of their hallmark flexibility and eastuse while drawing them into line
with other charitable giving vehicles that put adnited funds to use for active
charitable purposés.

This Article argues that using individual retirerh@tcounts as an underlying
legal model for donor advised funds will addressi@ess’s concerns regarding the
appropriateness of the income tax deductions fatributions to donor advised
funds while allowing donor advised funds to retainch of their hallmark flexibility
and ease of operation. In Part I, this Articlsadisses the exponential growth of
donor advised funds and recent changes to them awlated by the Pension
Protection Act of 2006. In Part I, this Articlliscusses various charitable giving
vehicles, including private foundations, supportorganizations, and split interest
trusts. This section details why each of theseiteide giving vehicles falls short in
offering the ease in planned charitable giving @&feby donor advised funds. In
Section IV, this Article sets forth a proposal feforming donor advised funds using
individual retirement accounts as an underlyingtagcal model.

Il. DONORADVISED FUNDS

A. Exponential Growth of Donor Advised Funds

Although donor advised funds have been on the tdei giving scene since the
1930s!* their popularity has exploded in recent ydarsThis period has seen
exponential growth in the creation and funding ofidr advised fundS. They have
gained popularity in large part due to their eamation and advantageous income
tax deduction limitations. The rapid growth of doradvised funds in the 1990s

® In the Pension Protection Act of 2006, Congressctitd the Treasury Department to
prepare a study on donor advised funds. As pdhatfstudy, in Notice 2007-21, the Treasury
Department and the Internal Revenue Service regdiestmments on whether donor advised
funds should be further regulate8ee infraPart 1.B.3.

19 This Article focuses on donor advised funds crdte individuals. A donor advised
fund may also be created by a partnership, conporadr a trust (singularly, a corporate donor
or entity, or collectively, corporate donors orites). Because sponsoring organizations
generally require larger minimums for a corporatgtg to open a donor advised fund, donor
advised funds do not occupy as unique of a pla@®iporate charitable giving as they do in
individual charitable giving. For example, Fidgl€haritable Gift Fund requires a $5,000
minimum for an individual donor but $100,000 foc@porate donor. A corporate donor with
$100,000 or more to contribute to charity might inea position to consider a private
foundation or supporting organization.

11 Gravelle,supranote 4, at 2-3.

12 EMANUEL J.KALLINA |l ET AL., PLANNED GIVING DESIGN CENTER, CHARITABLE GIVING
WITH DONOR ADVISED FUNDS — PART | (2000), http://www.pgdc.com/pgdc/article/2000/04/
charitable-giving-donor-advised-funds-part-i.

13 Gravelle supranote 4, at 3-4.

http://fengagedscholarship.csuohio.edu/clevstlrev/vol58/iss1/4
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began with the creation of “commercial” donor addisfunds. In 1991, Fidelity
Investments created the first “commercial” donovised funds? It was followed

by Vanguard Charitable Endowment Program (1997hw&b Charitable Fund
(1999), Oppenheimer Funds Legacy Program (2000, Baton Vance U.S.
Charitable Gift Trust, J.P. Morgan Chase (2060).

The exponential growth of donor advised funds hagicued into this century.
Each year, the Chronicle of Philanthropy rankslaingest 400 charities in the United
States. In 2005-2008, Fidelity Gift, ranked 9tth,64th, and 3rd respectively. In
2008, only the United Way of America and the SabratArmy topped Fidelity Gift.
Fidelity Gift was closely followed by Schwab FundrfCharitable Giving and
Vanguard Charitable Endowment Program at 9th aridl, t6spectively’

A look at Fidelity Gift shows the rapid growth ofdmmercial” donor advised
funds. The largest “commercial’ sponsoring orgation is Fidelity Gift'® As of
June 30, 2008, Fidelity Gift held $4.7 billion irss@ts® It made charitable
contributions in the amount of $1.16 billion whitracting $1.59 billion in new
contributions® These numbers make Fidelity Gift the fourth Iatgaublic charity
in the United State¥. To say the least, this is solid growth for a sming
organization that had about $1.5 billion assets jost ten years ag@.

In an effort to engage more donors, Fidelity Gédshmieduced the minimum grant
amount?® reduced the minimum contribution to open an act&umnd made

14 Fidelity Charitable Gift Fund, http://www.charilelift.org/learn-about-charity/ver
iew.shtml (last visited Mar. 23, 2010).

15 william H. Hewitt, Kintera Inc.,Are We There Yet . . . Is The Financial Services
Industry Finally Ready for Donor Advised Funds® (2005) http://www.kintera.org
/atf/cf/%7B168B193F-C7D9-4A4D-85D8-E97CAA9AC3A3% MAFWHITEPAPER.PDF
(referencing creation of Vanguard Charitable EndewmProgram, Oppenheimer Funds
Legacy Program, and Eaton Vance U.S. Charitablé Gifist); Schwab CharitableéQur
History & Evolution http://www.schwabcharitable.org/about/history.hifast visited Mar.
23, 2010) (referencing Schwab’s creation of comimédonor advised fund).

18 As outlined by the Congressional Research Serdoapr advised funds experienced
31% annual growth from 1994 to 2001. Over $12l®hiwas held in donor advised funds in
2001. SeeGravelle,supranote 4, at 3.

17 Schwab’s Charitable Fund ranked 86th, 47th, 1&tld, 9th over the 2005-2008 period.
Vanguard’s sponsoring organization ranked 28thh,222nd, and 16th over the 2005-2008
period. The Philanthropy 400CHRON. OF PHILANTHROPY, Oct. 27, 2005.

18 Fidelity Charitable Gift Fund, Fidelity Charitab®ift Fund Reports Record Giving
Year, http://www.charitablegift.org/learn-about-dygnews/02-06-2008.shtml (last visited
Mar. 23, 2010).

1 FDELITY CHARITABLE GIFT FUND, 2009 AINUAL REPORT(2009).
21d.
21 The Philanthropy 40Gupranote 17.

22 Victoria B. Bjorklund,The Emergence of the Donor-Advised FuBdhuL STRECKUS
EOTax J. 15, 15 (1998).

% |n 2007, the minimum grant amount was $100See http://content.members.
fidelity.com/ Inside_Fidelity/fullStory/1,7668,00rhl (last visited Mar. 23, 2010). In 2009,
the minimum grant amount had fallen to $50. FigelCharitable Gift Fund,
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enhancements to its website that were “aimed atingadfiving simpler and more
efficient for the donor?® Fidelity Gift also notes the efficiency that cemme with
donations of marketable securities when using tdeli®y Gift.

Each of these reasons offers insight into not timéypopularity of donor advised
funds but why they are a valuable charitable giimgl. Each reason is ultimately
about accessibility. By lowering the minimums, anting the website, and more
easily facilitating the donation of marketable gé@®s, Fidelity Gift has made itself
more accessible to donors seeking to create a dahased fund. This access also
furthers the concept that although legal title rigdst with Fidelity Gift, implicit
control over the contributed funds rests with theats.

B. Pension Protection Act of 2006

After several high profile bankruptcies due in ptot underfunded pension
liabilities that required the government to assuthese obligations, Congress
enacted the Pension Protection Act of 2006. PRAides more security for pension
plans by imposing stricter funding requirements ahdring up the Pension Benefit
Guaranty Corporatioff. PPA also contains several tax provisions. Feffitist time,
donor advised funds were defined in the InternateRee Codé’ Additionally,
PPA made a number of excise taxes applicable teetliends and directed the
Treasury Department to undertake a study of dodeisad funds.

1. Defining Donor Advised Funds

For seventy-five years, the term “donor adviseddfureferred broadly to a
contractual relationship between a donor and aipuahblarity?® The donor and the
public charity, most often a community foundatf@nwould enter into a short
contract wherein the donor would make a charitablaribution to a public charity
and retain the right to advise the charity howdbeated funds would be distributed.
The donor’s privilege was merely advisory and inmanner legally binding upon
the public charity. The public charity had legantrol over the contributed

http://www.charitablegift.org/ harity-giving-progres/daf/fees.shtml (last visited Mar. 23,
2010).

24 The minimum amount to open is $5,000 for individuand $100,000 for a corporate
account. Fidelity Charitable Gift Fund, http://wvelaritablegift.org/charity-giving-
programs/daf/fees.shtml (last visited Mar. 23, 2010

% Fidelity Charitable Gift Fund, Fidelitgupranote 18.

% gee generallMary Williams Walsh,Trying to Clear Fog From Pension Plans.Y.
TIMES, Feb. 3, 2008, http://www.nytimes.com/2008/02/@3ihess/03pension.html.

27 Joint Comm. on Taxation, JCX-38-06, Technical Expttion of H.R. 4, the “Pension
Protection Act of 2006,” as Passed by the Housduby 28, 2006, and as Considered by the
Senate on August 3, 2006, at 331 (20@&gilable athttp://www.house.gov/jct/x-38-06.pdf
[hereinafter Technical Explanation of H.R. 4].

2 Gravelle,supranote 4, at 2.

2 |d. Despite the use of “foundation” in its descriptica community foundation is
usually a publicly-supported charity. As such, aigreceive the most favorable tax treatment
for contributions and the community foundation @& subject to the excise taxes applicable to
private foundations.
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charitable assets. As a result, the donor recefliedmost favorable income tax
deduction treatment permissible under the InteéRealenue Cod¥.

The enactment of PPA provided the first statutagfirdtion of a donor advised
fund3 A donor advised fund is defined as:

[A] fund or account (i) which is separately idemd by reference to
contributions of a donor or donors, (ii) which iared and controlled by
a sponsoring organization, and (iii) with respecthich a donor (or any
person appointed or designated by such donor)dnasasonably expects
to have, advisory privileges with respect to th&tritiution or investment
of amounts held in such fund or account by reagdheodonor’s status as
a donor¥

As such, the key elements of the donor advised &uedhe transfer of the legal
ownership of the contributed assets to a publigithand the retention of advisory
rights with respect to the charitably contributesbgerty. The retention of the
advisory rights can be explicit or implicit. Thest is whether there is a reasonable
expectation of such advisory rights. If the retention of advisory rights is not
explicit, then some acknowledgement of the advisaghts by the sponsoring
organization is necessary to make the fund at issdenor advised fund. The
sponsoring organization must indicate that it withsider any advice offered by the
donor in making a charitable grant from the dondvised fund® Likewise, the
donor’s giving of advice is not necessarily conilesof a fund being a donor
advised fund if the sponsoring organization hasindicated it will consider such
advice regarding the furil. The definition of a donor advised fund is impatta

30 Because the contribution was to a public chatitg,donor received the highest possible
AGI limitations for the charitable contribution. e@erally the donor is able to deduct the
charitable contribution up to 50% of his or her AGor capital gain property, the general rule
is that the AGI limitation is 30%. For contributi® to private foundations, these limitations
are 30% and 20% respectively. I.R.C. 8 170(c) 820@ee generallffhomas J. Ellwanger &
Alan S. Gassmaron’t Overlook the Benefits—Tax and Otherwise—a¥eé®e Operating
Foundations 34 Tax MGMT. ESTATES GIFTS, AND TRUSTSJ., 250 (2009).

%1 There also was no regulatory definition of a doadwised fund. See TECHNICAL
ExpPLANATION OF H.R.4,supranote 27, at 331.

32|.R.C. § 4966(d)(2)(A).
33 |.R.C. § 4966(d)(2)(A)(iii).
34 Technical Explanation of H.R. dupranote 27, at 343.

%5 1d. at 344. A sponsoring organization is a charitijeo than a government or a private
foundation, that holds one or more donor advisedisu 1.R.C. § 4966(d)(1). Specifically, a
sponsoring organization is “any organization wh{é is described in section 170(c) (other
than in paragraph (1) thereof, and without regarcaragraph 2(A) thereof, (B) is not a
private foundation (as defined in section 509(aj)l (C) maintains 1 or more donor advised
funds.” Id. The charity must be one described in I.R.C. §(d)76ut may be created or
organized outside of the United States. Charitabtéributions to foreign-based charities are
permissible for estate and gift charitable deducparposes but not for income tax charitable
deduction purposesSeel.R.C. § 2055 (2009), I.R.C. § 2522 (2009).

3 Technical Explanation of H.R. dupranote 27, at 344. As the legislative history nptes
“[u]ltimately, the presence or absence of advisprivileges (or a reasonable expectation
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because Congress extended several excise taxeisnpoded new excise taxes on
donor advised fundg.

In the initial example, Jack created the donor setvifund at Fidelity Gift, a
public charity. Jack transferred marketable s¢iegrito Fidelity Gift, which are
owned and controlled now by Fidelity Gift, the sporing organization. The
contributed assets are held in a separate acocahnge name is selected by Jatk.
Jack expressly retained the right to advise Figddift on when, to whom, and in
what amount to make charitable grants from the fu@ther than the donor advised
fund agreement with Fidelity Gift, nothing requirdack to recommend charitable
grants be made from his donor advised fund nordsli#y Gift required to make any
distributions.

Although the statutory definition is very broad, atso includes two useful
exclusions that provide some boundaries and guaamcwhether the new excise
taxes might be applicable to a fuiid.Moreover, PPA gives the Secretary of the
Treasury authority to exclude other funds if certaquirements are mét.

The first type of fund excluded is a fund for thenbfit of a single charitable
organizatiorf! For example, Jack creates a fund at a univeesity names the

thereof) depends upon the facts and circumstamdgsh in turn depend upon the conduct. . .
of both the donor or the donor advisor and the spong organization with respect to the
making and consideration of advicdd.

37 Seeinfra Part 1.B.2 discussing I.R.C. §§ 4966, 4967, 49458 (2009).

%8 Depending upon the sponsoring organization, Jasdaction of a name for his donor
advised fund may have minimal limitations. For rapée, Vanguard’s donor advised fund
agreement Policies and Procedures provides that @awor advised fund “must begin with
‘The’ and end with ‘Fund,” and [itf] may not contathe words ‘Trust,” ‘Foundation,’ or
‘Endowment.” https://a248.e.akamai.net/f/248/21G80im.uprinv.com/rc/sr2/vcep/Policies
andGuidelines07.pdf (last visited Mar. 23, 2010).

39|.R.C. § 4966(d)(2)(B) excludes:

Any fund or account (i) which makes distributionslyo to a single identified
organization or governmental entity, or (ii) wigsspect to which a person described in
subparagraph (A)(iii) advises as to which individueaeceive grants for travel, study,
or other similar purposes, if (I) such person’s isdmy privileges are performed
exclusively by such person in the person’s capasta member of a committee all of
the members of which are appointed by the spongodrganization, (ll) no
combination of persons described in subparagrapfiiijAor persons related to such
persons) control, directly or indirectly, such coitteg, and (Ill) all grants from such
fund or account are awarded on an objective andisoriminatory basis pursuant to a
procedure approved in advance by the board of tdirecof the sponsoring
organization, and such procedure is designed tarerteat all such grants meet the
requirements of paragraphs (1), (2) , or (3) ofieact945(g).

“01.R.C. § 4966(d)(2)(C) provides:

The Secretary may exempt a fund or account notritescin subparagraph (B) from
treatment as a donor advised fund . . . (i) if shold or account is advised by a
committee not directly or indirectly controlled the donor or any person appointed or
designated by the donor for the purpose of advisiitly respect to distributions from
such fund (and any related parties), or (ii) if sfand benefits a single identified
charitable purpose.

“1.R.C. § 4966(d)(2)(B)(i).
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university as the only permissible beneficiary lné fund* Jack retains the right to
advise the university on how the contributed asseitght be used to further the
university’s mission. Jack might advise that sahthe fund be used to build a new
chemistry lab and some be used to expand the yibr&uch a fund is not a donor
advised fund as defined in I.R.C. § 4966 even tholdigck has retained advisory
privileges.

The second type of fund excluded is one in whictlftriduals receive grants for
travel, study, or other similar purposes” but oiflgertain requirements are nfét.
The requirements are designed to ensure that ther d@nnot directly or indirectly
control the selection of the individual recipieniirst, the donor can only exercise
his or her advisory privileges “in such person’pasity as a member of a committee
all of the members of which are appointed by thenspring organization’:*
Secondly, the donor and any persons related tddher cannot directly or indirectly
control the committe&. Finally, “all grants . . . [must be] awarded am @bjective
and nondiscriminatory basis pursuant to a procedy@oved in advance by the
board of directors of the sponsoring organizatitsn The procedure must also meet
the grant accountability requirements of |.R.C98%(g)*’

For example, the legislative history to PPA exchideom the definition of
donor advised fund a scholarship fund whose regipieare determined by a
committee, if the committee members are appointegedh upon objective
standard$® Thus, “if a donor recommends that a committeeao§ponsoring
organization that will provide advice regarding alenship grants for the
advancement of science at local secondary schboldd consist of persons who are
the heads of the science departments of such sghabén such persons are not
likely donor advisor8 and as a result, the scholarship fund fails to tmbe
definition of a donor advised fund. Since the fumdhot a donor advised fund, the
distribution to individual recipients is not a téa distribution. On the other hand,
if the scholarship fund were determined to be aodosdvised fund, then the
scholarship grants to the individual students wdigddaxable distributions subject to
an excise tax’

Lastly, the Secretary may also exclude from treatras a donor advised fund a
fund that fails to meet the requirements of theosdcstatutory exclusion if the fund
is advised by a committee that is not controlleeéatly or indirectly by the dondt.

42 For the purpose of this example, the universitypiesumed to be an organization
described in I.R.C. § 170(b)(1)(A)(ii).

43 Technical Explanation of H.R. dupranote 27, at 345.
“1d.

*S1d.

d.

471.R.C. § 4966(d)(2)(B)(ii)(II).

8 Technical Explanation of H.R. dupranote 27, at 344-45.
9d.

0 |.R.C. § 4966(c).

1 .R.C. § 4966(d)(2)(C).
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For example, in Notice 2006-16%9the Service excludes from the definition of a
donor advised fund a disaster relief fund establistby an employer with a
sponsoring organization provided certain requiresmere met® If the disaster
relief fund was a donor advised fund, then distidns to an employee or a member
of the employee’s family would be a taxable disitibn subject to an excise tax
payable by the sponsoring organization and posdibly managemerit. For the
disaster relief fund not to be a donor advised fiardindependent committee must
be selecting grant recipients from a “large or firdee class . . . based on objective
determinations of need” with “any benefit to themayer [being] incidental and
tenuous.”

2. Imposing New Excise Taxes

PPA imposes two new excise taxes on donor adviseds?® PPA also expands
two existing excise taxes on private foundationsawer donor advised funds.

First, PPA imposes a 20% excise tax if a donorsatlfund makes a “taxable
distribution.”®® A taxable distribution occurs when one of thraends happens.
First, the distribution is made to a natural perSorDonor advised funds are not
permitted to make distributions to individuals. c8ed, the distribution is made to a
person who is not a natural person and does nothesdistribution for charitable
purpose$® Third, a taxable distribution occurs when theamigation holding the
donor advised fund does not exercise expenditiggoresibility with respect to the
distribution®*

52].R.S. Notice 2006-109, 2006-2 C.B. 1121.
531d.; Notice 2006-109, Section 5.01.

% |LR.C. § 4966(a), (c). Notice 2006-109 does npine on whether the grant to the
individual employee is gross income to the employee

%5 Notice 2006-109supra note 52, Section 5.01. Additional requirements #mat the
“fund serves a single identified charitable purpageich is to provide relief from one or more
qualified disasters,” (ii) the “selection committiseindependent if a majority of the members
of the committee consists of persons who are natposition to exercise substantial influence
over the affairs of the employer,” (iii) no “direet officer, or trustee of the sponsoring
organization of the fund or members of the funa@kestion committee” receives grants, and
(iv) “adequate records” are maintained documeritirggrecipients’ needdd.

%6 |.R.C. § 4966 (excise tax on taxable distributjoh®R.C. § 4967 (2009) (excise tax on
prohibited benefits).

5 ILR.C. § 4943 (2009) (excise tax on excess busiheddings); I.R.C. § 4958 (2009)
(excise tax on excess benefit transactions).

*8|.R.C. § 4966(a).

% |.R.C. § 4966(c)(1). A “natural’ person is aniwidual. A “natural’ person is not a
corporation, trust, or other entity.

0|.R.C. § 4966(c)(1)(B)(i).

51 |.R.C. § 4966(c)(1)(B)(i)). Expenditure resporiip is defined in I.R.C. § 4945(h)
(2009). The sponsoring organization must “exédrtr@dsonable efforts and . . . establish
adequate procedures” to ensure that the granteedspie distribution for the intended
charitable purpose. I.R.C. § 4945(h) (2009).
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Second, PPA imposes an excise tax on prohibitedfiben If a donor or a donor
advisor recommends a grant from a donor advised fbat results in such person
“receiving, directly or indirectly, a more than idental benefit,” then a 125% excise
tax is imposed upon the donor or donor advi$oh 10% excise tax is imposed upon
any fund manager who knowingly makes such a prtdbdistributiorf® This
excise tax is not imposed if the excess benefisexiax applie§?

Third, PPA makes the excise taxes on private fotims with excess business
holdings applicable to donor advised funds by giimg that donor advised funds
shall be treated as private foundations for thisppse®® The excess business
holdings excise tax provides that a private fouiotadr a donor advised fund must
pay a 10% excise tax on the excess business helfindonor advised funds are
permitted to hold 20% of voting stock or profiténgésts of a business reduced by the
amount owned by all disqualified persdhsSpecial transitional rules apply to donor
advised funds to divest themselves of any excesinéss holdings held by the donor
advised fund on August 17, 206%6.Donor advised funds receiving an ownership
interest that would otherwise be considered an ssxtrisiness holding have five
years from the date of receipt to divest the owmpriterest®

Fourth, PPA makes the private foundation excise ®ax excess benefit
transactions applicable to donor advised funds. ne@dly, an excess benefit
transaction is one in which an economic benefitpisvided by a charitable
organization to a disqualified person in excesarof consideration paid or services
performed”® For both private foundations and donor advisewi$, I.R.C. § 4958

2|.R.C. § 4967(a)(1). A “donor advisor” is a parsappointed or designated by the donor
to give advice to the sponsoring organization reigar distributions from the donor advised
fund. Seel.R.C. § 4966(d)(2)(iii). It may be that the dortmes not wish to retain personally
the right to advise the sponsoring organizatiamcluding donor advisors also eliminates easy
avoidance of being classified as a donor advisad.fu-or example, A and B are married. A
creates a donor advised fund with Z sponsoringrorgéion. A directs that Z should consider
B’s advice. Here, B is a donor advisor. As suble, fund created by A is a donor advised
fund, and B is subject to an excise tax for taxaldéributions.

% .R.C. § 4967(a)(2).

% |.R.C. §8 4967(b), 4958.

% .R.C. § 4943(e) added by Pension Protection At233(a).
].R.C. § 4943(a).

571.R.C. 88 4943(c)(2), 4943(c)(3).

8 |.R.C. § 4943(e)(3).

%9 |LR.C. § 4943(c)(6). This divesture provisionaigailable only if the interest was not
acquired by purchase by the donor advised funde ifiterest must be acquired by gift or
bequest. With the approval of the secretary, dadeised funds can obtain an additional five
year period to divest ownership. 1.R.C. § 4943(c)(

°|.R.C. § 4958(c)(1) provides:

The term “excess benefit transaction” means amnyséetion in which an economic
benefit is provided by an applicable tax-exemptaargation directly or indirectly to

or for the use of any disqualified person if théueaof the economic benefit provided
exceeds the value of the consideration (includihg performance of services)
received for providing such benefit.
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imposes a 25% excise tax upon the disqualifiedviddal and a 10% excise tax
upon the “organization manager . . . unless sucticgation was not willful and is
due to reasonable cause.If the excess benefit transaction “is not comeaithin
the taxable period’® a 200% excise tax is imposed on the disqualifieds@n’®
Further, when the excess benefit is repaid, it matybe held in any donor advised
fund.’

Additionally, PPA expands the definition of an essdenefit transaction when
a donor advised fund is involved. For donor adViends, the definition of excess
benefit transaction additionally includes “any dralman, compensation, or other
similar payment” to a disqualified individu&l.

A disqualified individual for donor advised fundrposes is a person who falls
into one of three categories. First, a disqualifindividual is the donor or the
donor’s appointee if the donor or appointee hassady privileges, or a reasonable
expectation of advisory privileges, over the fudhd.

Second, a disqualified individual is also a famihember of an individual
described in the preceding senteficd.R.C. § 4967 provides that its excise tax is
applicable to persons named in 8 4958(f)(7). 1.RR@958 turns to § 4946(d) for its
definition of family member but also expands § 494#=finition to include siblings
and their spouses. |.R.C. § 4946(d) defines “memlnd family” to include a
donor’s spouse, three generations of lineal desamgadand spouses of those lineal
descendants, and the donor’'s ancesforsR.C. § 4958, as noted above, adds the
donor’s siblings and their spouses to the definitida person to whom distributions
from a donor advised fund are not permitted.

Third, a disqualified individual is also a corpdoat a partnership, or a trust if
more than 35% of the total combined voting poweofits interests, or beneficial
interest, respectively, is owned by any combinatafnthe donor, the donor’s
appointee, or family members of eitHér.

3. Treasury Study and Notice 2007-21

In PPA, Congress identified three areas of coneawh directed the Treasury
Department to study donor advised funds and repack on any further needed

™1.R.C. § 4958(a).

2 The “taxable period” begins on the day of the sgdeenefit transaction and ends on the
earlier of the mailing of a notice of deficiency the assessment of the excise tax its€lée
I.R.C. § 4958(f)(5).

B ILR.C. § 4958(b). Generally, the 200% excise ¢ar be avoided if the disqualified
person corrects the excess benefit transactiorrédéfis discovered by the Internal Revenue
Service. Id.

" |.R.C. § 4958(f)(6).

S 1.R.C. § 4958(c)(2).

"8 |.R.C. §8 4958(f)(1)(E), 4958(f)(7)(A), 4966(d)(R)(iii).
T1.R.C. § 4958(f)(7)(B).

81.R.C. § 4946(d).

"9 .R.C. 88 4958(f)(7)(C), 4958(f)(3).
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action®® First, Congress is concerned whether the decstiallowable for
contributions to sponsoring organizations “are appate in consideration of the use
of contributed assets (including the type, extant] timing of such usef* Second,
Congress wants further information on “whether doadvised funds should be
required to distribute for charitable purposes ac#ied amount? so that the
sponsoring organization is “operating consistenthwhe purposes or functions
constituting the basis for” its tax exempt stdfud.astly, Congress wishes to know
whether the advisory privileges retained by donarg consistent with the
requirement that the transfer be a completed giforider for the taxpayer to be
entitled to a deduction for income, gift, and estaix purpose¥.

In Notice 2007-21, the Internal Revenue Servicaiested comments on donor
advised funds and supporting organizations. Théc@orequested comments
regarding the advantages and disadvantages of dalvised funds as compared to
other charitable giving vehiclés. It also asked for comments regarding the
appropriate tax treatment of contributions giveat fihvestment control and advisory
privileges over charitable grants are often rethimg the donof® Further, the notice
asked for comments on what the appropriate paystutsild be for donor advised
funds® The notice also asked for comments regardingptrpetual existence of
donor advised fund€. The notice echoes Congress’s concern regardieg th
appropriateness of the income tax treatment of doand donor advised funds given
the control retained by the donor through investmdinection and advisory
privileges.

Largely, the submitted comments express the view tthe regulation of donor
advised funds should remain unchanged. The conatmeatgenerally argued that
no minimum payout should be required of donor atVifunds because, in the
aggregate, sponsoring organizations already atebdisng 5% or more as would be
required by imposing the 8 4942 excise tax on &apei foundation’s failure to
distribute incomé? If there must be a change, then the commentataygested that
the private foundation rules should apply.

8 pension Protection Act of 2006, Pub. L. No. 109,280 Stat. 780, § 1226 (2006).
81 pension Protection Act § 1226(a)(1).

82 pension Protection Act § 1226(a)(2).

8.

84 Pension Protection Act § 1226(a)(3).

8 |.R.S. Notice 2007-21, 2007-9 I.R.B. 611.

8q.

8 1d.

8d.

8 Council on Foundations, Comments in Response $oNRtice 2007-21, 2007-9 I.R.B.
611 (April 9, 2007), http://lwww.cof.org/files/Dociemts/Government/Charitable%20Reform
%20Resource%20Center/CommentsIRSNotice200721.asif isited Mar. 24, 2010); ABA
Task Force, Comments of Individual Members of theefican Bar Association, Section of
Real Property, Probate and Trust Law, Charitablenfthg and Organizations Group,
Concerning Internal Revenue Code Sections 170,,488%/7, and 4958, In Response to IRS
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The American Bar Association’s Section of Taxatimtommended that no
distribution requirements be imposed on donor advisinds. The section went on
to recommend, though, that if a distribution regmoient must be imposed, such a
requirement should be imposed on an aggregate tabisr than on a fund-by-fund
basis. Lastly, the section recommended that ifs&ilution requirement is based
upon the value of the fund, rules similar to thapplied to private foundations under
I.R.C. § 4942 should be applied to donor advisedi$u

Citing the testimony of Jane Gravelle, the ABA aguhat no distribution
requirement is needed because sponsoring orgamigatire already making greater
than 5% distributions from donor advised fuftisThe ABA argues that because
sponsoring organizations hold hundreds, if not famds, of donor advised funds, a
distribution requirement should be based upon areate basis as opposed to a
fund-by-fund basi§® The ABA thinks the administrative burden would be
staggering on a sponsoring organization if the 38&idution requirement had to be
calculated on a fund-by-fund basts.

C. Why Use a Donor Advised Fund?

The reasons for charitable giving are many andeddti Some people give for
the public recognition that comes from making tife while others give because of
a fond experience they have had with the charitabgmnization. As one might
expect, donors seek flexibility in making their dkable contributions while
maximizing the tax benefits.

If the taxpayer has sufficient time to identify arficular charity, the taxpayer
can make an outright contribution to the chari®ften, though, a taxpayer might not
have the time before the end of the tax year totifjea charity? One advantage of
a donor advised fund is the ease with which it mayestablished. For donors who
are considering a charitable contribution at the einthe taxable year, donor advised
funds are an attractive option because they amgles contractual arrangement and
are usually quicker to create than a charitabl&t oo a private foundation. Further, a
donor, often rushed at year end, does not needl¢atshe recipient charity but can
defer that decision. Still, because the contrdwutiwill be to a sponsoring

Notice 2007-21, (2007), http://meetings.abanetveeblipload/commupload/RP529000/
otherlinks_files/Notice-2007-21-ABA-RPPT-COMMENT8f(last visited Dec. 23, 2009).

% ABA Task Forcesupranote 89, at 9.
“d.
2d.

9% SeeMark P. GergenThe Case for a Charitable Contributions Deducti@d VA. L.
Rev. 1393, 1429-30 (1988) (discussing empirical evigesstudying why donors give to
charity). See alsp Ellen P. Aprill, Churches, Politics, and the Charitable Contribution
Deduction 42 B.C. L. Rev. 843, 872 (2001) (concluding that “organizations activities for
which the tax laws permit a charitable contributideduction have never been a neat set
necessarily capable of one clear-cut set of justions.”).

94 More precisely, the taxpayer might not have theetto sort through many charities and
select the one that best matches the taxpayer’s.go& taxpayer might want to make a
contribution to “further education” but does nobknto which educational institution to give
and what might be funded with the contribution.
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organization that itself is a public charity, thendr will receive the tax benefits in
the year of the contribution while being able tdagethe decision on the ultimate
recipients®

In other cases, a taxpayer might not presently Hheeresources to make a
sizeable contribution to a charitable organizatmmccomplish a particular purpose
or goal. For example, Sally might decide that sloelld like to make a charitable
gift to her alma mater. One option for Sally isctantribute $10,000 a year. Sally,
though, might prefer to do something that has nmam@e recognition and makes a
bigger impact at the school. One day, Sally wolite to be able to make a
$100,000 contribution for some project. Let usuass that the dean would be
dutifully grateful for Sally’s annual contributidsut unlikely to rename the computer
lab after Sally for $10,000. Sally is reluctantapproach the dean about pledging
$10,000 a year for ten years because Sally featshtr circumstances could change
and she might be unable to complete the pledgeloor advised fund presents an
elegant solution to this dilemma.

Sally can create a donor advised fund with a spimg@rganization. Sally then

makes a donation to a donor advised fund in theentiryear and subsequent years.

Sally is entitled to a $10,000 charitable contribitin each yeat® Because the
amount of the charitable contribution is smalleaity given year than the lump sum
contribution in the current year, the taxpayereissl likely to bump up against the
Adjusted Gross Income (AGI) limitations and thussldikely to have the current
deduction limited. When Sally is ready to makasaribution to her alma mater, she
can recommend to the sponsoring organization tleaidbnor advised fund make a
distribution to the university to renovate the canep lab?” If Sally changes her
mind, then she can recommend distributions to otharities. Even though Sally
has the intention of eventually distributing theignamount to the university, the
fund does not meet the exclusion of I.R.C. § 49K@&{¢(B)(i) as being for the benefit
of a single charitable organization because Sallyat obligated to recommend any
grant to the university. Further, under existirmyv] Sally is not required to
recommend any distributions be made to any chémimy the donor advised fund.
Nor is the sponsoring organization required to meke distributions.

Sally obtains a current income tax deduction, up@®o of her AGI depending
upon the property contributed, for the charitaldataobution but retains the right to
advise the sponsoring organization maintainingdbeor advised fund as to which
charities should receive grants from the donor setlifund. Sally obtains all of the
benefits of an outright charitable contribution lvaitit a charity ever having to put
her contribution into its operating funds.

% Of course, technically the ultimate decision regits the sponsoring organization as the
donor’s privilege to recommend charitable grantaésely advisory.

% Subject to the AGI limitations of I.R.C. § 170(b).

% In order to avoid being treated as a taxable iligion, Sally cannot be under any
obligation to make the charitable contribution.inlfyear 1, Sally pledged to donate $100,000
in Year 10, then requesting a distribution from dhenor advised fund is impermissible
because the distribution would be used to satisfiolaligation of Sally. Many sponsoring
organizations require donors to certify that theoremended grant does not satisfy any
obligation of the donor.
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D. The Problem

Even with the application of some excise taxesdnod advised funds, abuses
still exist. The imposition of some excise taxgsom donor advised funds has
addressed the abuse of private benefits flowing ttonor or members of a donor’s
family.%® Still unaddressed is a lack of a minimum payoés a result, there is no
requirement that any grant ever be made for usa iactive charitable purpose, even
though the donor has taken a current income taxadioh for the contribution to the
donor advised fund.

In its comments in response to Notice 2007-21, Wew York State Bar
Association voiced the concern that donor advisedl$ are no longer a charitable
giving vehicle but rather have become an income damidance vehicle. The
NYSBA wrote that:

We believe that [donor advised funds] . . . exhibiany of the
characteristics of private foundations. Thesetiestiafford opportunities
for abuse of their tax-exempt status that are aintib the concerns that
led to the enactment of the private foundation fmions in the Tax
Reform Act of 1969.

We are concerned about the rapid growth of DAFtasseer the last two
decades and the expansion of DAF sponsorship titiesnformed by

financial institutions. Increasingly, it appeamatt DAFs are considered
more as tax-planning vehicles than as charitaldeurees. We believe
that the benefits of tax deductions realized byadsrand the cost to the
fisc should be balanced by commensurate resouraiesg go charitable

purposes?

Nothing in current law requires a sponsoring orgatidn to make a charitable
grant from a donor advised fund. This is not tp 8®t no grants are being made
from donor advised funds. Even for donor advisedd§ held at Fidelity Gift,
Fidelity Gift imposes some minimal limitations. &er the terms of the Fidelity
Gift's standard donor advised fund contract, eveeyen years, the donor must
recommend at least $250 in charitable grafits.

% Seel.R.C. §§ 4966-67.

% N.Y. St. Bar Assoc., Report Responding to Noti687221 Concerning Donor-Advised
Funds and Supporting Organizations, 2 (June 6, 2GWailable athttp://www.nysba.org/
Content/ContentFolders20/TaxLawSection/TaxRepatZgletter.pdf (last visited Mar. 23,
2010).

190 Fidelity Charitable Gift FundGift Fund Policy Guidelines: Program Circulaat 19,
http://www.charitablegift.org/docs/Gift-Fund-Policuidelines.pdf (last visited Mar. 23,
2010). Under the terms of the Fidelity's 2007 stadddonor advised fund contract, every
seven years the donor had to make at least one i@t0@hmendation for a charitable grant.
Under the terms of the Vanguard Charitable EndowirReagram as of December 2009, the
donor must at least make one grant of $500 or reeeey seven years. Vanguard Charitable
Endowment Program, Policies and Guidelines, ata®@jlable athttps://a248.e.akamai.net/
/248/21630/7d/im.uprinv.com/rc/sr2/vcep/Policied@uidelines07.pdf (last visited Mar. 23,
2010). Vanguard has a $500 minimum grant, so oaetgvery seven years will satisfy the
minimum requirementld.

http://engagedscholarship.csuohio.edu/clevstlrev/vol58/iss1/4 16



Hussey: Avoiding Misuse of Donor Advised Funds
2010] AVOIDING MISUSE OF DONOR ADVISED FUNDS 75

At issue is whether the minimums established bynspong organizations is
enough or whether there should be some minimunblksttad by law for all donor
advised funds$?* If the goal is to encourage charitable givingtisat the donated
funds, for which the donor has likely taken a ddalie contribution deduction, are
put to use for charitable purposes, then a mininfi®250 every five years actually
distributed for charitable purposes is paltry. ®ndxisting law, Fidelity Gift is not
required to even have a minimum recommendationireaent.

If the charitably contributed funds are not being t use for active charitable
purposes, who is benefiting from this arrangemen@early, the sponsoring
organization itself is benefitting® Fidelity Gift charges a minimum account fee of
the greater of 0.6% (60 basis points) or $100 mary® For larger accounts, a
reduced fee schedule is availalffe Thus, while only $250 every five years needs to
be recommended for distribution for active chat#alse, Fidelity Gift is making at
least $100 a year from each donor advised funghansors, not to mention any
investment fees it is generating from managing uthderlying assets in which the
donor advised fund is investéy.

Concern over not requiring distributions from doralvised funds stems from
the mismatching that occurs when the use of thea@onfunds or property for a
charitable purpose is delay®8. Generally, mismatching is disfavored under the
Internal Revenue Code and exceptions to mismatcaregstatutorily created and
narrowly defined® For example, with a § 401(k) plan, an employee dafer

101 SeePension Protection Act § 1226(a)(2).
192 Gravelle,supranote 4, at 11

193 Fidelity Charitable Gift Fund, http://www.charifelift.org/charity-giving-
programs/daf/fees.shtml (lasted visited Mar. 23,80

104 Id

105 see generallyFidelity Charitable Gift Fund, http://www.charitelift.org/charity-
giving-programs/daf/investments.shtml (which hagdito particular investment options) (last
visited Mar. 23, 2010); Fidelity Charitable Gift i, http://www.charitablegift.org/charity-
giving-programs/daf/investments/individual.shtml or(f information about investing in
individual investment pools; some offer both Fitdeliunds and outside funds, others offer
only Fidelity funds) (last visited Mar. 23, 2010);
https://www.vanguardcharitable.org/content/investtpeols.html?c=1 (for investment
options for all donor advised funds held by Vangldlast visited Mar. 23, 2010).

198 SeeU.S.DEF T. OF THETREASURY, GENERAL EXPLANATIONS OF THEADMINISTRATION'S
FiscAL YEAR 2001 RevENUE ProposaLs 106 (2000), http://www.treas.gov/offices/tax-
policy/library/grnbk00.pdf (last visited Mar. 23020. Also, donor advised funds provide the
benefit of accruing income tax-free on the contiéduproperty. Suppose that a donor
contributes $10,000 to a donor advised fund. TH&®DO0 is invested for a year at 5%. The
donor now has $10,500 that may be recommended itribdition to a charity for active
charitable uses, less any fees charged by the spogsorganization. This delay has the
effect of depriving the charity of determining whet to spend the $10,000 currently or invest
it and earn the 5% income, which will be “tax-fre®’ the charity just as if held by the
sponsoring organization in the donor advised fund.

107 5ee, e.g.l.R.C. § 404(a) (allowing an employer to deduttemployee’s contribution
to a qualified retirement plan even though the eyg# does not presently include the
compensation in income).
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recognizing income on amounts contributed to a ifiedl retirement plan even
though the employer remains entitled to a deducitiothe current year. With a
donor advised fund, the donor is entitled to a emtrincome tax deduction even
though no part of the contribution is guaranteedbé put to use for an active
charitable purpose in the current taxable year.

I1l. OTHER CHARITABLE GIVING VEHICLES

Federal income tax law permitting charitable deunst contains a myriad of
rules and regulations with differing results degagdn what is given to whom and
when it is givert® Among charitable giving vehicles, donor adviseads are
known for their flexibility, ease of administratioand favorable tax treatmelit. As
a result, donor advised funds provide access tonglh charitable giving that other
charitable giving vehicles do not.

In order to understand what changes might be apiatepfor donor advised
funds, it is helpful to understand common char#atilving options that are available
to donors. Donor advised funds occupy a uniqueepia charitable giving because
of the flexibility that they provide to donors. Bar advised funds allow donors to
have input over the distribution of funds for ckeabie uses but free donors from the
administrative requirements that come with othemfo of charitable giving. This
section explores five other charitable giving altdives, explaining each one and
why it does not fill the unique place held by doadwised funds.

A. Outright Gifts

The simplest and best known way to give to chasitgn outright contribution to
a public charity’®® The donor writes a check to the charity. Therith@ashes the
donor’s check. The donor is entitled to an incamededuction limited to 50% of
the donor's AGI for the taxable yedt. If the contribution exceeds 50% of the

108 1f a taxpayer who itemizes his or her deductioives marketable securities valued at
$10,000 to a publicly-supported charity, the taxgrawill receive a charitable contribution
deduction of $10,000 if the taxpayer has held #wmusties for more than a year. If not, the
taxpayer’'s charitable contribution deduction wil bmited to the taxpayer’s basis. Suppose
instead that the taxpayer contributes a paintingiech at $10,000 to an art museum.
Assuming that the painting will be used by the nomsén furtherance of its exempt purpose,
the taxpayer will receive a $10,000 charitable dbation deduction. If the taxpayer were to
give the same painting to a local food pantry thtnds to sell the painting for $10,000 and
use the proceeds to buy food for the poor, eveanghdahe food pantry is a publicly-supported
charity, the taxpayer’s charitable contribution giettbn will be limited to the taxpayer’s basis.

109 K ALLINA 11, supranote 12.

110 As used here, a public charity refers to any degaion that is not a private foundation
as defined in I.R.C. § 509(a).

111 president Obama’s proposed budget would furthémae the charitable contribution
available to taxpayers with adjusted gross incomesr $250,000 by imposing a 28%
limitation rather than allowing a taxpayer the detthn at the taxpayer’s marginal rate, which
may be greater than 28%. For example, suppos&payter has an adjusted gross income
greater than $250,000 and a 35% marginal tax fdteder existing law, if the taxpayer makes
a $100,000 charitable contribution, in cash, thepager will receive a $35,000 charitable
contribution deduction. Under President Obamags pthe same taxpayer would only receive
a $28,000 charitable contribution deductioBeeOFFICE OFMGMT. & BUDGET, EXECUTIVE
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donor’s AGlI, then the donor may carry forward thlexc¢ess” contribution for five
yearst?

While an outright cash contribution has the advgmtaf simplicity, it may not
produce the best overall tax result for a donoror Example, if a donor has
appreciated marketable securities to donate ingiéadsh, the donor will be able to
deduct the fair market value of the appreciatedusies provided that the
marketable securities have been held by the darombre than one yed® The
donor will not have to recognize the capital gdiattwould otherwise be due if the
grantor sold the appreciated securitiés.

Outright gifts to public charities come with a peiked downside for the donor in
that the donor has parted with all dominion and timdnover the contributed
property. The donor has written his or her chéle&,charity has cashed it, and now
the charity is spending the donor’s charitable dbation as the charity sees fit. If
the donor is displeased with the way in which thearity is spending the
contribution, there is little the donor can do. eTdonor is largely limited to voicing
his or her displeasure to the charity and then iniag to make any future
contributions!*®

An outright gift to a public charity has the adwage of being easy to accomplish
and often provides the maximum possible charitaleléuction, but it comes with a
loss of influence over the donated funds and tlse f the ability to save on a tax
favored basis for a larger charitable contribution.

B. I.R.C. § 408(d)(8)

The Pension Protection Act of 2006 also provided distributions from
individual retirement accounts (IRAs) directly thacitable organizations without

OFFICE OF THEPRESIDENT, A NEW ERA OF RESPONSIBILITY RENEWING AMERICA'S PROMISE
FiscAL YEAR 2010 BUDGET PrROPOSAL 29 (2009)available athttp://www.whitehouse.gov/
omb/assets/fy2010_new_era/A_New_Era_of Resportgihiiidf (last visited Mar. 23, 2010).

12| R.C. § 170(b)(1)(B).See alsd.R.C. § 170(b)(1)(C)(ii); I.R.C. § 170(b)(1)(Di)i

113 Suppose a donor has $10,000 cash and marketahlgties worth $10,000 with an
adjusted basis of $2,000. If the donor gives tharity the $10,000 in cash, the donor still has
the securities along with $8,000 of inherent gdirthe donor gives the appreciated securities
to the charity, the donor will have the $10,00@&sh, which the donor could use to purchase
new securities. The donor will also have a $10,68éritable contribution deduction. If the
charity sells the donated securities, it will h&&0,000 in cash and no gain to recognize
because it is a tax-exempt organization.

114t the donor has held the securities for one ymaless, then the donor’s charitable
deduction will be limited to the donor’s basisR.IC. § 170(e)(1)(A). If the donor has tangible
property to donate to the charity, then the doniéirbe able to deduct the fair market value of
the donated property provided that the tangibleqgeal property is used by the charity for its
exempt purpose or function.Seel.R.C. § 170(e)(1)(B)(i)(I). If not, then the dors
charitable deduction will be limited to the dondpasis. Id.

115 Although state law is moving toward giving a dostainding to enforce the terms of a
charitable gift, the movement is slow. Generaityis the sole responsibility of the state
attorney general to ensure that charities spenttibated funds as promised. Smithers v. St.
Luke’s-Roosevelt Hospital, 723 N.Y.S.2d 426, 426Y(NApp. Div. 2001);see alsolris J.
Goodwin,Donor Standing to Enforce Charitable Gifts: Civid&ety vs. Donor Empowerment
58 VaN. L. Rev. 1093, 1094 (2005).
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any income tax consequences to the donor. 1.R.@0&d)(8) provides that an
individual may make distributions directly from dRA to charities if certain
requirements are m&t A taxpayer’s contribution is limited to $100,000mulative
from all IRAs owned by the taxpay&f. Also, the distribution must have been made
after the taxpayer achieved age 78%The distribution must have otherwise been
includable in the taxpayer's gross income for therent taxable yeaf? The
distribution must be made directly to a qualifyidgarity and cannot be made to a
donor advised fund or a supporting organizatiorcdesd in § 509(a)(3°

While I.R.C. § 408(d)(8) evidences a Congressiamaint to facilitate charitable
giving, it is not an adequate substitute for doadwised funds. First, |.LR.C. §
408(d)(8) is not a permanent part of the Interrevdhue Code. It is slated to sunset
on December 31, 2008- Second, only taxpayers who have reached age 78§ m
take advantage of this provision.

C. Private Foundations

1. Overview

A charitable donor may also consider creating egpei foundation to receive and
administer his or her charitable contribution. Do find private foundations
appealing because they provide a permanent vetiioheigh which the donor can
coordinate and carry out the donor's charitabléngiv?® Private foundations are
tax-exempt entities, but because they are not @ykbdupported charities,
contributions to private foundations are subjeantwre restrictive rules regarding the
deduction allowable to the taxpayét. Providing the proper safeguards are in place,
the donor can still exert influence over the ultienaisposition of the charitable
funds.

Often the private foundation is a non-operatingyae foundation, meaning that
it does not carry on any active charitable actgiti Non-operating private
foundations are those foundations that are novelgtiengaged in charitable work

118 | R.C. § 408(d)(8) was enacted in the PensioneRtimn Act of 2006. Originally, it
was applicable to distributions made after Decen®der2005 and on or before December 31,
2007. Pension Protection Act § 1201(a). The dudate was extended to December 31,
2009. Tax Extenders and Alternative Minimum Taxi&eAct of 2008, Pub. L. No. 110-343,
Div. C. § 205(a), 122 Stat. 3865 (2008).

171.R.C. § 408(d)(8)(A).

18 | R.C. § 408(d)(8)(B)(ii). If an individual is tieed, he or she must begin taking
required minimum distributions from qualified retinent plans in the year in which he or she
attains age 70%2. I.R.C. § 401(a)(9)(A); 1.R.C08&)(9)(C).

191.R.C. § 408(d)(8)(A).

2%1.R.C. § 408(d)(8)(B)(i).

?11.R.C. § 408(d)(8)(F).

122 See generallfllwanger & Gassmarsupranote 30.

123 Generally, the charitable deduction for contribns to a private foundation is limited
to 30% of the donor’s adjusted gross income. |I.B.C70(b)(1)(B)(i)-

http://engagedscholarship.csuohio.edu/clevstlrev/vol58/iss1/4 20



Hussey: Avoiding Misuse of Donor Advised Funds
2010] AVOIDING MISUSE OF DONOR ADVISED FUNDS 79

but are instead grant-making entitiés.Rather, the private foundation makes grants
to other charitable organizations. Because theat®ifoundation is usually closely
identified with the donor, Congress has enactedrab®r of excise taxes to ensure
that the contributed funds are being properly used.

2. Excise Taxes

Leading up to the Tax Reform Act of 1969, two lameas of abuse in the
operation of private foundations had been idemtifid-irst, was self-dealing by the
foundet® or members of the founder’s family. Second, wdailare to distribute
the private foundation’s assets in furtheranceativa charitable purposé€. The
excise tax rules adopted by Congress in 1969 demded to address and remedy
these abuses!

a. Self-Dealing

Since many private foundations are family affainse of the abuses addressed by
the private foundation rules is self-dealing by ttwmor or members of the donor’s
family. Self-dealing between a disqualified persmamd a private foundation is
prohibited*?® A disqualified individual is one who is a “substial contributor to the
foundation,” is an “owner of more than 20 percefitvarious business entities who
are themselves substantial contributors to thedation, or “a member of the family
of any individual described [above?® A “substantial contributor” is “any person
who contributed or bequeathed an aggregate amdumtoce than $5,000 to the
private foundation, if such amount is more than peocent of the total contributions
and bequests received by the private foundationrbethe close of [its] taxable
year.™® |f self-dealing occurs, the Code imposes a 10&isextax on the self-dealer
and a 5% excise tax on the foundation man&Qerlf the self-dealing goes
uncorrected, excise taxes of 200% and 50% are iegpopon the self-dealer and the
foundation manager, respectivel.

124| R.C. § 4942(j)(3) defines an operating foundati®\ny foundation that does not meet
the requirements of I.LR.C. 8 4942(j)(3) to be arrafing foundation is a non-operating
foundation. Most often, operating foundations engaged in active charitable activities but
fail to meet the public support test and therefmaenot be classified as a publicly-supported
charity.

125 Comm. oN WAYS & MEANS, TAX REFORMACT OF1969 H.R. Rer. No. 91-413, at 20-21
(1969).

12614, at 25.

12714, at 4.

128] R.C. § 4941,

1291 R.C. § 4940(d)(3)(B).
%0 R.C. § 507(d)(2).

31| R.C. § 4941(a).

32| R.C. § 4941(b).
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b. Failure to Distribute Income

If a private foundation fails to make certain minim qualifying distributions,
then a 30% excise tax is imposét.A private foundation must distribute all of its
income for the taxable ye&¥. A private foundation’s minimum investment retisn
defined to be 5% of the foundation’s net aggredmitemarket value of its assefS.
Thus, a minimum 5% distribution is required eacarye

For private foundations, detailed rules addresshvidistributions count toward
satisfying the minimum required distributioli§. Various administrative expenses
count toward the 5% distribution minimum, so iuidikely that a private foundation
in fact distributes 5% for active charitable pumms Also, some of a private
foundation’s assets may be excluded from the bammiat used to determine the 5%
minimum investment returt¥’ The percentage amount and what expenditures are
included as qualifying distributions are often deblaby interest groups. The excise
tax on a private foundation’s failure to distribit®eincome prevents a taxpayer from
being able to claim a charitable contribution deuuc without ever putting any
money toward active charitable usg.

c. Net Investment Income

Private foundations are subject to a 2% excisetatheir net investment income
each yeat®*® The excise tax is only applicable to private fdations that are tax
exempt and that are not operating foundatiéhdNet investment income is defined
as gross investment income less deductttnsGross investment income includes
interest, dividends, royalties, and capital gaibet excludes unrelated trade or
business incom¥? Taxpayers may deduct expenses attributable tdugiog the
gross investment income to arrive at net investnieobme!*®* Treating donor
advised funds as private foundations would subgmior advised funds to this
additional tax.

133,R.C. § 4942(a).

134|d.

135].R.C. § 4942(e).

136] R.C. § 4942(g); Treas. Reg. § 53.4942(a)-3 (asraled in 1986).
137 Treas. Reg. § 53.4942(a)-2(c)(2)-(3) (as amendd®83).

1% This 5% distribution requirement is not applicalite public charities. I.R.C. §
4942(j)(3)(B)(iii). Presumably a public charitys(avell as an operating foundation) is using
its donated funds to further its charitable purgose

139].R.C. § 4940.
140|d.

1411 R.C. § 4940(c)(1).
1421 R.C. § 4940(c)(2).
1431.R.C. § 4940(c)(3).
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3. Dissolving a Private Foundation

If it is decided that a private foundation shoutddissolved because it no longer
is the right vehicle for the donor’s charitableigy, a number of federal tax law and
state law issues are raised. Very detailed praesdmust be followed to avoid
adverse tax consequences when terminating the &biond

A termination tax is imposed when an organizatienminates its private
foundation statu¥* This tax is imposed even if the organization targs to exist
under state law, and conversely may not be imp@sexh if the organization is
dissolved under state la\W. If the organization decides to completely dissplthe
termination tax can be avoided provided that allttd foundation’'s assets are
transferred to public charities in existence astiesixty months or to another private
foundation*® The private foundation should make the transédote terminating its
private foundation status to avoid the terminatax Depending upon the structure
of the winding down, notice to the Secretary of Tveasury may be requiréd.
Lastly, a final tax return, Form 990-PF, is needdd. addition to the federal tax
requirements, state law must be followed with resge dissolving the private

foundation'*®

4. Private Foundations Not Feasible for Most Taeps:

Private foundations impose a heavy administratimelén upon the founder and
his or her family, mostly through the prohibitioos self-dealing, the limitations on
the deductibility of contributions to the privateuhdation, and annual tax returns. In
exchange, though, the donor is able to maintainifségnt control over where the
charitable contributions are distributed. The fdemis able to appoint the initial
board of directors if the foundation is a corparati or the initial trustees if the
private foundation is a trust.

It is the role of the board or trustees to meetil@dy to determine to which §
501(c)(3) organizations grants will be made. H fbunder is engaged in charitable
giving and has clear philanthropic goals in mindyravate foundation may be the
right choice. The foundation will also be incugitegal and accounting costs each
year to ensure proper tax compliance. To be sangethore than an employment
opportunity for lawyers and accountants, the pdvdbundation must have
substantial enough resources to generate incomenteyhat is needed to pay the

144 R.C. § 507.
145 5eeRev. Rul. 2002-28, 2002-1 C.B. 941.
148|,R.C. § 507(b).

147 The Service has issued two revenue rulings thaildine notice requirements for
terminating a private foundation. Rev. Rul. 20@d&ldresses the termination of a private
foundation when the foundation transfers its asdetsanother private foundation or
foundations. Rev. Rul. 2002-28, 2002-1 C.B. 94Rev. Rul. 2003-13 addresses the
termination of a private foundation when the fouratatransfers its assets to public charities.
Rev. Rul. 2003-13, 2003-1 C.B. 305.

148 For example, notice to the state attorney germes} be required.See, e.g.CAL.
Corp. CoDE §§ 6615, 6716. (West 20105ee alsdNonprofit Transactions Requiring Notice
or Attorney General Approval, Op. Cal. Att'y Gemavailable athttp://ag.ca.gov/charities/
publications/charities_nonprofit_transactions.pdf.
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legal and accounting fees. As a result, privatsaé@tions are not the right planned
charitable giving vehicle for many taxpayers.

If the taxpayer decides that a donor advised fgnmbilonger the right vehicle for
his or her charitable giving, the donor can simgiilect the sponsoring organization
to make a full distribution of the remaining fundsd the donor advised fund will
come to an end. There are no federal tax consegadn consider and no state law
requirements with which to comply. In fact, manyadler private foundations
consider creating a donor advised fund to receistilutions and relieve the private
foundation of many legal and administrative burdéhs

D. Supporting Organizations

The donor might also choose to create a suppodiggnization. A supporting
organization is one that supports another chagtabbanization. A supporting
organization is not a public charity in its own higbecause it lacks the public
support necessary to be a public charity, but texaf the relationship between the
supporting organization and the supported orgapizaivhich is a public charity, the
supporting organization is treated as a public ighand thus is not subject to the
excise taxes applicable to private foundations.

Generally three tests must be met for an orgaoizat be treated as a supporting
organization under 1.R.C. § 509 and not as a piVaundation. First is the
organizational and operational test asking whether supporting organization is
“organized, and at all times thereafter is operagedlusively for the benefit of, to
perform the functions of, or to carry out the pwg® of one or more” supported
organizations®® Second is the relationship té%t.The supporting organization must
meet one of several possible relationships witlsiggported organization. It is this
test that commonly gives definition to the varidyses of supporting organizations.
The final test, the disqualified person controlttesnsures that the supporting
organization “is not controlled directly or inditgc by one or more disqualified
persons 2

The Pension Protection Act of 2006 also broughtngka for supporting
organizations. The various types of supportinganizations were defined for the
first time in the Internal Revenue Cotfé.PPA also introduced the terminology of a
“functionally integrated” Type Il supporting orgiaationt>* and a “non-functionally

14%1n Private Letter Ruling 9807030, the Service appd a private foundation creating a
donor advised fund at a community foundation arith @icommittee at the private foundation
making recommendations to the community foundation distributions from the donor
advised fund. L.R.S. Priv. Ltr. Rul. 9807030 (F&8, 1998).

150| R.C. § 509(a)(3)(A).
151| R.C. § 509(a)(3)(B).
152] R.C. § 509(a)(3)(C).

153 geel.R.C. § 4966(d)(4)(B) (defining Type | and Typestipporting organizations)See
I.R.C. § 4943(f)(5) (defining Type Ill supportingganization and functionally integrated
Type Il supporting organization). The Code addptee terminology commonly used by
those involved with charitable givingSeeNotice 2006-109, § 2.01, 2006-2 C.B. 1121 (Dec.
4, 20086).

1%4|.R.C. § 4943(f)(5)(B).
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integrated” Type Ill supporting organization. Atidnally, PPA directed the
Department of Treasury to issue regulations reggrdiinimum payouts required of
non-functionally integrated Type Il supporting argzations=>°

In August 2007, the Department of Treasury issuedp@sed regulations
requiring minimum payouts for Type Il supportingganizations** The minimum
payouts apply the 5% minimum distribution rules foivate foundations to Type I
supporting organization8’ The Treasury has yet to issue final or temporary
regulations. PPA also extended the excess bemdfise taxes of I.R.C. § 4958 to
supporting organizations®

Supporting organizations are divided into four lorcategories—Type |, Type I,
functionally integrated Type lll, and non-functidigantegrated Type lII.

With a Type | supporting organization, the suppaytorganization is “operated,
supervised, or controlled by’ one or more supportganizations®® The
relationship of a Type | supporting organization ite supported organization
resembles a parent-subsidiary relationsffip.Type | supporting organizations are
attractive to public charities seeking to isolatidties in a separate entity or
otherwise limit liability. For example, a univassimight create a Type | supporting
organization to raise money for a research instifit The supporting organization is
operated and controlled by the university and iss tlresponsive to the university.

With a Type Il supporting organization, the suppwt organization is
“supervised or controlled in connection with” oner anore supported
organizations®? There is common management or control of thedvganizations.
A Type Il supporting organization operates in mtiodn same way as a brother-sister
relationship. Type Il supporting organizations atteactive in situations where there
is a strong connection and identification betwdensupporting organization and the
supported organizatiofi® For example, a university’s alumni associatiocl@sely
identified with the university and makes distritmuts for the benefit of the
university. Assuming that there is some commontrobrand management, the
alumni association might be a Type |l supportingamization.

158 pension Protection Act of 2006, Pub. L. No. 108;281241(d)(1), 120 Stat. 1103.
1% prop. Treas. Reg. § 155929-06, 72 Fed. Reg. 4g885 2, 2007).

15714,

158 pension Protection Act of 2006, Pub. L. No. 109;281242, 120 Stat. 1103.
1%91.R.C. § 509(a)(3)(B)(i).

%0 Treas. Reg. §1.509(a)-4(g)(1)(i) (as amended 819

161 The Treasury Regulations give the example of garsity press created by a university
to perform its “publishing and printing.” The uensity’s board of trustees appoints the board
of governors of the university press. The regataiconclude the university press is a Type |
supporting organization because the university ppies‘operated, supervised, or controlled
by” the university. Treas. Reg. § 1.509(a)-4(g)@2jample (1) (as amended in 1981).

182].R.C. § 509(a)(3)(B)(ii).
183 see generalljreas. Reg. § 1.509(a)-4(h) (as amended in 1981).
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With a Type Il supporting organization, the suppuay organization is “operated
in connection with” one or more public charitiés. A Type Il supporting
organization is not controlled by the supportedaaigation. In its organizational
documents, the Type Il supporting organization musme the supported
organization'®®

A Type lll supporting organization must meet twather tests to qualif{t®
First, the Type lll supporting organization mustanthe responsiveness t&&t.The
responsiveness test asks whether the Type Il stipporganization is responsive
to the supported organization. Broadly, the resp@mess test ascertains whether
the supported organization has input and influepger the decisions of the
supporting organizatiott?

Second, a Type Il supporting organization must tnthe integral part test®
The integral part asks whether (i) the activitieb tbe Type Il supporting
organization are activities that the supported oiggion would carry on itself if not
for the supporting organizatidff, or (i) the supporting organization distributes
substantially all of its income to the supportedamization and the amount of the
support is “sufficient to insure the attentivene$s the supported organizatidft.
Broadly speaking, the integral part test ascertaiether the activities of the
supporting organization are sufficiently importémthe supported organization so as
to attract the supported organization’s attentieuing the requisite oversight to the
Type lll supporting organization such that its tre@nt as a public charity is
justified.

A Type lll supporting organization has the most eglpto an individual
charitable donor. A Type Ill supporting organipatiis treated as a publicly-
supported charity giving donors the higher AGI tiations and freedom from many
of the private foundation excise taxXés. Still, the donor has significant influence
over the distribution of the funds.

As noted above, there are two types of Type llipgufing organizations. First,
there is the functionally integrated Type Ill suppay organization. It will be
involved in active charitable activities and not fnerely a passive actor involved

1641 R.C. § 509(a)(3)(B)(iii).

%5 Treas. Reg. § 1.509(a)-4(d)(2) Example (1). Tyipard Il supporting organizations
have more flexibility in naming the supported orgations and can identify beneficiaries by
class or purpose.

1% Treas. Reg. § 1.509(a)-4(i)(1)(i).

%7 Treas. Reg. § 1.509(a)-4(i)(2).
168|d.

%9 Treas. Reg. § 1.509(a)-4(i)(3).

0 Treas. Reg. § 1.509(a)-4()(3)(ii).
" Treas. Reg. § 1.509(a)-4()(3)(iii)(a).

172 The Pension Protection Act of 2006 did extendetkeess business holdings and excess
benefit transaction excise taxes to supporting rirgdéions. Seel.R.C. § 4943(f) (excess
business holdings excise tax) enacted by PPA §(224S3eel.R.C. § 4958(c)(3) enacted by
PPA § 1242(b).
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primarily in grant making. Second, there is tha4fionctionally integrated Type I
supporting organization. A non-functionally intatgd Type Il supporting
organization is closest to a donor advised fund tarries with it significant
administrative cost and complexity. The supportionganization must be created
under state law and its tax-exempt status sougim fhe 1.R.S. A public charity
must agree to be supported. Also, the donor igdato whom distributions may be
directed because the distributions must go to tigparted organizations. Non-
functionally integrated Type IIl supporting orgaaiibns are how subject to the same
rules as private foundations and have the samereggannual distribution¥?

Overall, supporting organizations have a limitecbegd for many taxpayers.
Because of the needed connection with the suppangdnization, a supporting
organization is not a good substitute for a domwiseed fund.

E. Split Interest Trusts

A philanthropically-minded individual might consida split interest trust. A
split interest trust is one which a charity and +obaritable individuals are both
beneficiaries of a trust. A split-interest trusight be inter vivos or testamentary.
With an inter vivos split-interest trust, the dosacharitable deduction will be based
upon the amount of the gift, the length of the Ipadod, and the appropriate interest
rate published by the Internal Revenue Sertfite.

Two broad types of split interest trusts exist.First is the charitable lead trust.
With a charitable lead trust, the charity enjoys pinesent income interest before the
remainder passes to individual, non-charitable ficiaeies. The second type is the
charitable remainder trust, where the non-chastdd@neficiaries enjoy the present
income interest with the remainder interest pasgirthe charity upon the expiration
of the term. A testamentary split-interest truggimh generate an estate tax deduction
for the donor’s estate.

A donor who creates a charitable lead trust sgiigstransfer to a trust between a
charitable organization and individuals chosen Imne tgrantor as remainder

178 R.C. § 4942.

174 Each month, the Internal Revenue Service publithes§ 7520 rate for use in
determining “the value of any annuity, any inteffestlife or a term of years, or any remainder
or reversionary interest.” |.R.C. 8 7520(a). fmy “income, estate, or gift tax charitable
contribution” the taxpayer can use the rate forrtimmth of the transfer or the rate of either or
the two preceding months. 1.R.C. § 7520(a).

175 Each broad type is further divided into annuitysts and unitrusts. For charitable split
interest trusts, there are four popular trusts:ritdtzle Lead Annuity Trust (CLAT), Charitable
Lead Unitrust (CLUT), Charitable Remainder Annuifyust (CRAT), and Charitable
Remainder Unitrust (CRUT). A variation of the CRW@iIS0 exists. It is the Net Income
Make-up Charitable Remainder Trust (NIMCRUT). TiR.S. has issued model trust forms
for these charitable trusts. For annuity truste, Rev. Proc. 2003-53, 2003-2 C.B. 2Bfef
vivos for one measuring life), Rev. Proc. 2003-54, 2@03-B. 236 ifiter vivosfor term of
years), Rev. Proc. 2003-55, 2003-2 C.B. 24&( vivosfor two consecutive measuring lives),
Rev. Proc. 2003-56, 2003-2 C.B. 248tér vivoswith two concurrent and consecutive lives),
Rev. Proc. 2003-57, 2003-2 C.B. 257 (testamentdtty ane measuring life), Rev. Proc. 2003-
58, 2003-2 C.B. 262 (testamentary for a term ofg)edev. Proc. 2003-59, 2003-2 C.B. 268
(testamentary with consecutive interest for two sngiag lives), Rev. Proc. 2003-60, 2003-2
C.B. 274 (testamentary with two concurrent and eoungve lives).

Published by EngagedScholarship@CSU, 2010

27



Cleveland State Law Review, Vol. 58, Iss. 1 [2010], Art. 4
86 CLEVELAND STATE LAW REVIEW [Vol. 58:59

beneficiaries. The charitable lead trust will gete a charitable contribution

deduction for the donor if certain provisions ameliided that cause the trust to be
taxed to the donor for income tax purpoSésAny income, including capital gains,

that is not needed to make the lead payment tahhety may be accumulated for
distribution to the remainder beneficiaries. Thwritable lead trust is not a tax-
exempt entity and detailed rules apply regarding tdaxation of the income and

distributions to charity. In a charitable leadstiuthe charitable beneficiary may be
changed, but only if done by an independent péftyNo deduction will be allowed

if the donor retains the ability to chang@.

The taxpayer may also create a charitable remaitrdst. In order to be a
charitable remainder trust, a trust must meet dogiirements of I.R.C. § 664. The
charitable remainder trust must have a remaindethto charity that has an actuarial
value of 10% or more of the value of the propexwtdbuted to the trust upon its
creationt”

Additionally, the payouts to the non-charitableddazeneficiaries must be “not
less than 5 percent nor more than 50 percent of the fair market value of all
property placed in trust” and “paid, not less oftean annually **°

Charitable remainder trusts are tax-exempt entitiess the distributions to the
non-charitable lead beneficiaries do carry out meoto the beneficiarie§:
Charitable remainder trusts allow taxpayers fldiibito change the remainder
beneficiaries of the charitable remainder trushe Tonor can add or drop charitable
beneficiaries or adjust the amount going to eadrihat the termination of the lead
interest:®

The charitable split-interest trust is not an ageguubstitute for a donor advised
fund. First, there are the administrative burdefs. attorney is required to draft the
trust agreement. Annual tax returns are requirAtbo needed is a trustee who is
willing and competent to serve. Second, the incdaxeconsequences are not as
favorable. With a charitable remainder trust, ldeel payments to the non-charitable
beneficiaries will carry out income. If the cobtted property were held in a donor
advised fund, the income would not be subject torine tax.

18| R.C. § 170()(2)(B).

7 Rev. Rul. 77-275, 1977-2 C.B. 346.
178 Rev. Rul. 78-101, 1978-1 C.B. 301.
9| R.C. § 664(d)(1)(D) (2009).

180 R.C. § 664(d)(1)(A), (d)(2)(A). For annuity sis, the fair market value is the initial
net value. |.R.C. § 664(d)(1)(A). For unitrusis,is the fair market value determined
annually. |.R.C. § 664(d)(2)(A).

181 | R.C. § 664(b) provides ordering rules for thetdbutions to the non-charitable lead
beneficiaries. With the Tax Relief and Health CArt of 2006 (P.L. 109-432, Division A,
8424(a), enacting I.R.C. § 664(c)), Congress reivibe treatment of a charitable remainder
trust's unrelated trade or business income by inmgoa 100% excise tax on it. For many
charitable remainder trusts with unrelated tradédusiness income (UTBI), this excise tax
actually resulted in less tax than the older raled extremely streamlined the computational
process. .R.C. § 664(c)(2)(A).

1825eel.R.S. Priv. Ltr. Rul. 95-04-012 (Jan. 27, 1995).

http://fengagedscholarship.csuohio.edu/clevstlrev/vol58/iss1/4

28



Hussey: Avoiding Misuse of Donor Advised Funds
2010] AVOIDING MISUSE OF DONOR ADVISED FUNDS 87

IV. A PROPOSAL FORREFORMING DONORADVISED FUNDS

A. Recounting the Problem

The overarching perception of donor advised fusdthat insufficient funds are
being used for active charitable purposes becanisgimimum payouts are required.
With the Pension Protection Act of 2006, Congresfindd donor advised funds and
addressed areas of abuse relating to self-dealingjvied between the donor and the
sponsoring organizatiol¥® As discussed above, interested parties overale ha
suggested, first, that no minimum payouts be reguirom donor advised funds.
Second, if Congress is going to require donor adivitinds to have a minimum
payout, then the 5% distribution requirement applie private foundations should
be used. Further, the interested parties arguethiea5% requirement should be
applied on an aggregate basis to all donor advfseds held by a sponsoring
organization and not applied on a fund-by-fund £&si

When looking to cure the defect that no distribngiare required from a donor
advised fund, the individual retirement accountutidoe used as a model. Despite
discussions that donor advised funds are an atieendo private foundations,
treating donor advised funds as private foundatiEnsiot the proper modé&®
Donors creating donor advised funds are seekingmgle vehicle to obtain a
charitable deduction while maintaining at leastiriect control over the ultimate
charitable recipients through exercise of advisprivileges regarding charitable
grants. What current law lacks is a mechanism d¢onpel the sponsoring
organization to make annual distributions.

B. A Proposal

As noted above, the Pension Protection Act of 2006 the first time in the
Internal Revenue Code, provided a definition of aloadvised fund$® PPA also
provided that certain excise taxes applicable tivape foundations are now
applicable to donor advised funt#é. The private foundation excise taxes on excess
benefit transactions and excess business holdingsnaw applicable to donor
advised funds$® Also, donor advised funds are now subject to xcise tax on
taxable distributions®® The managers of a sponsoring organization acesalbject

183 p L. 109-280, §§ 1231-1233 enacting I.R.C. §§ 49@%B7 and amending I.R.C. §§
4958, 4943.

184 See generally the discussion of I.R.S. Notice 2P072007-1 C.B. 611supra Part
1.B.3.

1851 R.S. Notice 2007-21, 2007-1 C.B. 611, referddnor advised funds as an alternative
to private foundations.

18| R.C. § 4966(d)(2).
87| R.C. §§ 4958, 4943,

188 See |.R.C. § 4958(f)(7) for the excise tax on esdeenefit transactions. See I.R.C. §
4943(e) for the applicability of the excise taxextess business holdings.

1891 R.C. § 4966.
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to an excise tax if a taxable distribution is knogly made’®® The PPA also added
an excise tax on prohibited benefis.

Any further reform of donor advised funds shouldksto do three things. First,
it should address the concerns raised by Congrekshe Treasury Department. As
summarized above, those concerns largely involve dppropriateness of the
charitable contribution deduction given the donggtained advisory privilege and
lack of minimum required payout. Notice 2007-24cshsked whether donor advised
funds should enjoy perpetual existence. Secorel réform should maintain the
simplicity and the flexibility of donor advised fds. Doing so will continue to
facilitate charitable giving. Third, a reform obmbr advised funds should draw
upon the strengths of existing legal structuresnelrer possible.

My proposal is to use individual retirement acceuas the underlying model for
donor advised funds because doing so will addresgy@ss’s concerns and keep the
donor advised fund rules simple. It also allows fonimum required payouts that
are easy to calculate while allowing donors to saithin the donor advised fund for
larger contributions. Lastly, using IRAs as a modeaws upon existing legal
structures so that donor advised funds are undelsbde to a broad range of
taxpayers.

1. Use Individual Retirement Accounts as a Model

| propose that individual retirement accounts be thodel underlying donor
advised funds$? Using the IRA as the theoretical foundation famdr advised
funds implements many of the remaining goals obnmafng donor advised funds
while preserving much of their hallmark flexibility The model proposed here
incorporates the best of donor advised funds wiile@iding the strict and
burdensome requirements of the private foundatiod many of its excise tax
rules!®?

First, the IRA model builds upon an existing legdfucture. To facilitate
continued charitable giving, any reformed structsineuld be familiar to taxpayers.
The IRA is a retirement savings vehicle familiar many taxpayers. Taxpayers
understand that, depending upon their income amef oetirement savings, they may
make income tax deductible contributions to an fi®ATaxpayers also understand

190 |d.
191 R.C. § 4967.

192 Because of the differing goals of saving to fumdirement and planned charitable
giving, it is too simplistic to label my proposatall for the creation of a charitable IRA. The
proposal draws upon IRAs but departs from theirimaaics when the purposes differ.

193 There are many excise taxes on private foundati@signed to prevent the abuse of
the private foundation structureSeel.R.C. § 4940 (Net Investment Income), |.R.C. 849
(Self-dealing), I.R.C. § 4942 (Failure to Distribuincome), I.R.C. 84943 (Taxes on Excess
Business Holdings), I.R.C. § 4944 (Taxes on Invests1 Which Jeopardize Charitable
Purpose), and |.R.C. § 4945 (Taxes on Taxable Elpers such as lobbying).

194 Alternatively, taxpayers will have made pre-taxtibutions to § 401(k) plans that the
taxpayers will have rolled over into IRAs upon sgpian from service with the employer. In
either event, taxpayers are familiar with receivamgincome tax benefit upon contribution and
the corresponding obligation to include in incorhe@me later date.

http://fengagedscholarship.csuohio.edu/clevstlrev/vol58/iss1/4

30



Hussey: Avoiding Misuse of Donor Advised Funds
2010] AVOIDING MISUSE OF DONOR ADVISED FUNDS 89

that at some future time, they must take distrimgifrom the IRA or face penalties
if they fail to do so.

Using IRAs as the underlying model allows the imiation of a key concept that
is able to address a central concern regardingxttsting operation of donor advised
funds, namely the lack of required distributionsdotive charitable purposés.

2. Required Minimum Payouts

With an individual retirement account, generallyeafa certain age, minimum
distributions are required to be takéh. Each year, the owner of the IRA must
include some of the IRA in his or her gross incdfeThe owner is free to take
larger distributions and include more of the IRAimcome, but is only required to
take the minimum?® In exchange for the income tax benefits receiiregrior
years, the owner agrees to include some of theitRAcome in subsequent yedf$.

In my proposal, donor advised funds would be reglito make a minimum
payout each year. The required minimum payout &deél based upon the donor’s
age using the distribution periods provided forivigthal retirement accounts. The
distribution periods are based upon the joint &fgectancy of the owner and a
spouse who is ten years younger than the dhdf.used for donor advised funds,
these distribution periods would need to be expdndecover donors under age 70.
Using the existing IRA distribution periods drawgon an existing legal structure
that is familiar to taxpayers and their advisotsalso avoids having to create new
tables.

My proposed minimum payout would operate similaitite minimum required
distributions for an IRA. The required minimum pay would ensure that each year
some of the charitably contributed money would betp active use by a charitable
organization. This payout requirement addressesctincern that contributors can
park charitable dollars in a donor advised funchaiitt directing that those dollars be
used to carry out active charitable purpc$es.

Additionally, having a required minimum payout witirce the donor to focus
each year on the charitable giving process bectheselonor will be expected to

1% Charities and Charitable Giving: Hearing Before tf& Comm. on Finance on
Proposals for Reforml09th Cong. 34-35 (2005) (live statement of J@néravelle, Senior
Specialist in Economic Policy, Congressional Rede&ervice).

19 steven R. LifsonPractical Planning Ideas for Distributions from IRZ&nd Qualified
Plans 37 J. MARSHALL L. Rev. 807, 817-19 (2004).

197d. at 817-18.
198 |d.

19914, at 809.

200§ the owner's spouse is the sole beneficiary ammde than ten years younger than the
owner, then different rules apply for determinihg tequired minimum distribution.

201 A 2003 study prepared by Foundation Strategy Grfouphe Council on Foundations
found that 19% of donor advised funds made noilligions during the year. The study may
be found at: Community Foundation Conjoint Studgndr Advised Funds, at 42-43 (2003),
http://www.cof.org/files/Documents/Community_Foutidas/External_Reports/FSG2_0Oct20
03.pdf (last visited March 27, 2010).
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make a recommendation to the sponsoring organizatgarding to whom and in
what amount a distribution from the donor advisendf should be made.

In my proposal, a minimum payout would be requirethe year subsequent to
the establishment of the donor advised fund. Kkanple, a donor who establishes a
donor advised fund in 2010 would be required to enakrecommendation to the
sponsoring organization in 2011 based upon theevafuhe donor advised fund on
December 31, 20182 Donors are still able to make charitable contiims at year
end without the need to create a trust or corpmmabr have identified charities to
receive grant$®

My proposal retains the donor’s ability to “saveithin the donor advised fund
to fund a larger, focused charitable contributiomhese distribution periods still
allow the donor the ability to accumulate contrézutfunds inside of the donor
advised fund without significant depletion by regdi minimum payouts. The
required minimum payout amounts as a percentagieeolonor advised fund would
be quite small in my proposal. For example, uatitionor reached age 79, the
required distribution amount would be below 5% loé walue of the donor advised
fund2®* Until a donor was in his or her mid 60’s, the uiggd minimum payout
would be below 39%4%

Currently, donor advised funds are not requiredistribute any of their assets
for active charitable purposes. Advocates of kegphe existing rules for donor
advised funds argue that requiring a percentageitison from donor advised
funds would significantly curtail the ability of dors to save for a larger charitable
gift for an active charitable purpo%é.

Some advocates have asserted that sponsoring zatjans already distribute,
on an aggregate basis, greater than 5% of thesassleltin donor advised funds each
year®®” This assertion is made to further the argumeat tio formal distribution
requirement is needed.

202 Although the donor would not have to have decidgdn a charity or charities to
receive the entire amount contributed, in the sybset year, the donor would have to select a
charity to receive the minimum required payout.r FRA minimum distribution rules, see
Treas. Reg. 8 1.408-8, Q&A (6) (as amended in 2004)

203 |t as discussethfra, the agreement with the sponsoring organizatiacnehédefault”

charity named to receive charitable grants, theodevould still need to have selected that
charity.

204 A donor advised fund holding $10,000 created bigor who is currently 79 years old
would be required to make a minimum payout of apjpnately $500. The distribution period
for an individual aged 79 is 19.5. Dividing $10008y 19.5 results in a minimum required
payout of $512.82.

205 sjince the IRA Distribution Periods do not go belage 70, this is an estimate based
upon the table. At age 70, the distribution peii®@7.4. Such a distribution period would
result in a 3.65% minimum payout. The minimum pay@quirement would not exceed 10%
until age 93.

206 Noelle Barton & Elizabeth SchwinGrowing Concerns and AssgfBHE CHRON. OF
PHILANTHROPY, May 29, 2008, at 6.

27 3ee, e.g.ABA Task Forcesupranote 89, at 9.
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Unfortunately, this argument misses the mark aghéopotential for abuse. A
taxpayer who makes a contribution to his or herodoadvised fund but never
recommends to the sponsoring organization thatasitable grant be made should
not benefit from the generosity of other taxpaysveo are making larger
recommendations for charitable grants from theivatadvised funds.

My proposal for a required minimum payout from eacmor advised fund held
by a sponsoring organization ensures that for ¢éaxpayer receiving a charitable
income tax deduction, some of the contributed fuade being put to active
charitable use. For smaller donor advised funtdsnay be that a sponsoring
organization’s minimum grant amount covers the ieguminimum payout. For
example, Vanguard requires a $500 minimum granbmecendation. If a donor
advised fund has a 3% required minimum payout adt6s000 account balance, one
$500 grant covers the minimum required payout.

This minimum payout should increase the overall am@f money being put to
active charitable use. Presumably those taxpayleosare recommending more than
the minimum percentage already will continue tasdo Those who are not making
any recommendations will now begin making recomna¢inds.

As with individual retirement accounts, any feesirged to the donor advised
fund by the sponsoring organization for managiregdbnor advised fund would not
be credited against the minimum required payoutuantf®® Also, any fees charged
by third parties, for example, mutual fund companigould not be credited against
the distribution amount. Even now, when no payisutequired from a donor
advised fund, these fees still reduce the amouattishavailable for distribution for
active charitable use.

A donor that failed to recommend a payout fromdriser donor advised fund
and give the sponsoring organization sufficientetito make the payment by
December 31st would “forfeit” the privilege of adirig the sponsoring organization
as to that payout. The donor advised fund agretimetween the donor and the
sponsoring organization could also recommend aifspezharity to receive any
required minimum payouts in the event the donds fim make a recommendation.
The sponsoring organization, as is the case nowldvbold legal title to the
contributed funds in the donor advised fund. Tpensoring organization would
remain able and free to make charitable grantsouttla recommendation from the
grantor. My proposal reflects the current reatlitst sponsoring organizations rarely
act in contravention of a donor’s recommendatioriack of a recommendation.

An additional excise tax is needed to prevent nmmyaiance by sponsoring
organizations. If an IRA owner fails to take thénimum required distribution, an
excise tax is imposed® | propose that if a sponsoring organization feilsnake a
minimum required payout, then an excise tax shbelimposed. PPA amended the
Code to provide that if a “taxable distribution” svmnade from a donor advised fund,
then a 20% excise tax is imposed upon the sporgsoriganizatiorf™° | propose that
a 20% excise tax be imposed on the shortfall ofragyired minimum payout.

208 seeTreas. Reg. § 1.401(a)(9)-5, Q&A(3) (as amende0id7). For a more narrative
reiteration, see I.R.S. Publication 590 (2008).

209 | R.C. § 4974(a) (1986) imposes a 50% excise taxhe failure to take a minimum
required distribution.

20| R.C. § 4966(a).
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3. Required Payouts When Non-Individual Donor

To this point, my proposal has focused on individwgs the creators of donor
advised funds. Given the still broad definition afdonor advised fund, nothing
prevents a donor advised fund from being estaldishean entity. Donor advised
funds created by corporate entities raise a prom@musing IRAs as the underlying
model because there is no donor age upon whichase the minimum required
payouts and ultimate termination of the donor astviund.

To remedy this problem, a set term must be estadigor each donor advised
fund created by a corporate entity. Each yeararger percentage would be
distributed for active charitable use.

For example, assume that the four to five year aindor termination after an
individual donor’s death is used. In 2009, Comgates a donor advised fund. By
December 31, 2010, Corp. must recommend 1/4 ob#h@nce be distributed. Each
year, the percentage would increase so that dtisbuted by December 31, 2011;
1/2 by December 31, 2012; and the remainder by mbee 31, 2013. Because
nothing prevents Corp. from setting up a seriesalfing” donor advised fund$:* a
shorter time frame seems preferf&d.

4. Termination

Continuing to use the individual retirement accoastthe model underlying
donor advised funds would provide for the eventaahination of a donor advised
fund. With an IRA, there are several events thitoause an IRA to terminate.

First, the owner of the IRA might withdraw all dfet funds. The owner includes
the IRA assets in his or her gross income, paygai® and the IRA is closed.

Second, an IRA might also terminate when the owdies. The timing of the
inclusion of the remaining IRA assets in income afgfs, generally, on who is the
beneficiary and whether the owner-decedent wasngakiequired minimum
distributions?** If the owner’s spouse is the named beneficidrgntthe surviving
spouse can elect to treat the owner’s individuaterment account as his or her own
and delay taking distributions until April 1st dfet year after the year in which the
spouse reaches age 70%. The minimum requiredbdistm rules apply as if the
surviving spouse was the owner the entire time.

If someone other than the surviving spouse is naaged beneficiary, then,
generally, the IRA assets are included in incomer @ither the beneficiary’s life
span as determined on the date of the owner’s deathe IRA assets are included

211 For example, in 2009, Corp. creates the Corp. 2D68or Advised Fund. In 2010,
Corp. creates the Corp. 2010 Donor Advised Fund.

212 The 15 year period for amortization of goodwillthe 20 year term of charitable lead
or remainder trusts are also options. The 20 texan of a charitable trust has the advantage
of beginning with a 5% minimum required payout tisasimilar to the requirement for private
foundations.

213|f the owner is under age 59% and no exceptiotiegphe owner will be subject to a

10% penalty.Seel.R.C. § 72(t)(2)(A)(i) (2008).

214 Note the requirement for greater than 5% sharemslto take even if not retired.
I.R.C. § 72(m)(5)(B).
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in income no later than five years after the owsmedeath if no designated
beneficiary is named.

In my proposal, first, a donor advised fund wouktninate if the donor
recommended to the sponsoring organization thatethre remaining account
balance be distributed for active charitable puegos

Second, each donor advised fund would have a tatimmindate of not later than
December 31st of the fourth year following the Hieat the donor. For example,
Jack dies on May 1, Year 1. The remainder of Jadknor advised fund must be
distributed by December 31, Year 5. This givesk&oamed successor, or his
personal representative, at least four years toennakommendations regarding the
distribution of Jack’s donor advised fund.

This termination date is intended to echo the fyear period for individual
retirement accounts that do not have a properligdeted beneficiary who is able to
spread the IRA distributions over a longer pefiddif the donor is married when the
donor advised fund is created and the donor's sp@ialso an initial donor to the
donor advised funéf then in my proposal the older spouse would beeteas the
primary donor for purposes of determining the mumimpayouts. The termination
date of the donor advised fund would be Decembest &flthe fourth year following
the death of the surviving spouse.

This four to five year window allows the donor'snfdy to continue its
involvement using the donor advised fund to furtitercharitable giving but would
provide a date certain for the termination of tlar advised fund. Importantly, a
certain termination date ensures that at some plaentharitably contributed funds
will be put to active use by a qualified charity.

Bringing donor advised funds to an end after sdvgears also removes the
necessity of having a family that is committed taritable giving for an extended
period of time. With a private foundation or a paging organization, often the
donor desires that it will become the family veitdr charitable giving.

If a donor makes a testamentary bequest to hisodbnor advised fund, then
the successor advisor named in the donor advised &greement will have until
December 31st of the fourth year following the ddmodeath to make
recommendations regarding the distribution of tlesets of the donor advised
fund®’ As with all donor advised funds, the sponsorirgamization would have the
ultimate responsibility for making the charitableugts within the allowable period.

5. llliquid Assets

21% For example, a spouse might elect to treat thivithehl retirement account as his or
her own and defer taking any distributions untd #pouse would be required to do so as if the
IRA had been owned by the spouse the entire tidiso, an individual beneficiary might
elect to take the IRA over his or her life expectanThe detailed rules about the post-mortem
“cleaning up” of an IRA beneficiary designation &eyond the scope of this Article. 1.R.C. §
401(a)(9)(B)(ii) (2008).

218 \Whether expressly stated in the agreement withsgimmsoring organization or if the
charitable contribution deduction was taken onimtlypfiled federal income tax return.

217 Fidelity Gift already provides an option for a @orto name a successor charitable
organization that is to be the beneficiary of tlumar advised fund upon the donor’s death.
Gift Fund Policy Guidelinesupranote 100, at 24.
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Using individual retirement accounts as a modeldonor advised funds works
well for donor advised funds that hold exclusivesh or marketable securities. A
sponsoring organization could easily value the dauvised fund as of December
31st and notify the donor of the required minimuayqut for the year. To make
charitable grants, the sponsoring organization siéethave liquid assets in the donor
advised fund.

Fidelity Gift, the largest sponsoring organizati@accepts assets other than cash
or marketable securities (non-conforming assetdy on a case-by-case ba$is.
Because the sponsoring organization often lackg#nsonnel resources to manage
the non-conforming assets, it will not make ecormisense for it to accept the
assets.

When a donor advised fund owns illiquid assetsesdvadditional issues arise
that are not necessarily present when a donor edivisnd only holds cash and
marketable securities. The first issue is the spong organization’s expertise to
manage the illiquid assets. A sponsoring orgaimaatolding donor advised funds
that consist of cash and marketable securitiedylikas the expertise to manage
those assets. If a donor advised fund is holdewy property or an interest in a
closely-held business, then the sponsoring orgtoizéikely needs to take a more
active role in managing the as&g&t.For example, if a donor contributes a parcel of
rental real estate to a donor advised fund, the@sgring organization becomes the
owner and landlord of the rental property. A smoimg organization likely has no
desire to be a landlord.

21819, at 5.

219 |n Private Letter Ruling 200821024, the Servicgraped a series of transactions
where a taxpayer who owned shares of a closely-helding company proposed to gift the
shares to a donor advised fund created by the yexmnd held by a public charity. The
charity’s policies required it to have a divergifiportfolio. Thus, it was unlikely that the
charity would be interested in retaining the stotkhe closely-held holding company.

The charity wants to sell the stock to an irrevéeabust of which the taxpayer is the
trustee. The terms of the trust provide that thettassets are to be held for the benefit of the
taxpayer’s spouse for her life. If she predecettsesaxpayer, the trust assets are to be used to
benefit the taxpayer for his life. Upon the taxpey death, or upon his spouse’s death if he
predeceases her, the remaining trust assets Beedistributed to the children of the taxpayer
and his spouse.

The question presented is whether the contribuiipthe taxpayer to the donor advised
fund and the charity’s subsequent sale to the agable trust would be considered a sale by
the taxpayer to the trust.

The Service ruled that because the charity is ndeuany legal obligation and cannot be
compelled by any party to sell the shares, theritmriton by the taxpayer of the closely-held
stock to the charity and the charity’s subsequeie $0 the irrevocable trust will not be
deemed a sale by the taxpayer to the trust.

The ruling shows the respect given to the indepeindecision making ability of the
charity. Clearly, the parties contemplated that donor, his family, and his attorney would
advise the charity on when and to whom distribuigiamuld be made from the donor advised
fund. Because the charity was free to acceptjectréhe advice, in its absolute discretion, the
Service ruled that the taxpayer did not exercisgrob over the charity. The donor was able
to avoid capital gain recognition. I.R.S. Privr.LRul. 200821024 (May 23, 2008).
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A collateral issue is whether the fee the spongooiryanization would charge to
manage illiquid assets is economical given the evatd the illiquid property
contributed. As noted above, sponsoring orgaminatcustomarily charge a fee for
managing a donor advised fund. Presumably, thefdeenanaging active assets
would be greater than the fee for managing passsets.

Donor advised funds holding assets other than emshmarketable securities
present administrative problems, but not problehe &re insurmountable. For
example, a donor advised fund holding real estatep problems regarding both
valuation and liquidity with which to make distrifons.

Real estate is not as readily subject to valuatisnmarketable securities. A
qualified appraiser is needed to determine theevalureal estate, unless a sale has
recently occurred. Hiring an appraiser each yeay be expensive and cumbersome
when the value of the real estate might not sigaiftly change from year to year.

For private foundations, excise tax rules addrhssdoncern by providing that
real estate may be valued every five yé#rsA valuation every five years reduces
the burden on the private foundation to obtaingpraisal every year.

For donor advised funds, an appraisal would beiddaupon the contribution of
property to a donor advised fund. The donor wiinivan appraisal to substantiate
his or her charitable contribution deduction. Hétsponsoring organization is still
holding the illiquid asset at the end of the fifibar, the sponsoring organization will
be required to appraise the property again.

6. Preventing Further Abuse

To prevent abuse, I.LR.C. § 4966(c)(2) must be aeetnid provide that a
distribution from one donor advised fund to anotbenor advised fund does not
satisfy the minimum payout requirement even thoagbh a distribution is not a
taxable distribution.

7. Simplicity Maintained

My proposal maintains, in large part, the simpji¢tat is associated with donor
advised funds. The creation of a donor advised faan still be a short contract
between the donor and the sponsoring organizatlarthe contract itself, the only
new provision might be the donor’s insertion oeaammended charity in the event
that the donor does not make a recommendationapéyout.

No tax returns would be required for a donor adVifend. The sponsoring
organization will hold legal title to the assetglie donor advised fund. Any income
tax reportable transactions will continue to be orggble on the sponsoring
organization’s income tax return, which it is reedi to file.

To the extent that the sponsoring organization nvatile each donor advised
fund account on an annual basis to determine thenmim payout required from
each fund, my proposal does increase the admiti&rbhurden on the sponsoring
organization. Since many sponsoring organizatanig permit donor advised funds
to hold cash and marketable securities, this shoatdbe an onerous burden. The
sponsoring organization must also ensure that ithemam required payout is made
each year.

20| R.C. § 4942(e)(2), Treas. Reg. § 53.4942(a)2)(y)(b) (as amended in 1983).
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V. CONCLUSION

Congress identified the lack of a minimum payout aasoncern given the
favorable tax treatment afforded for contributid@slonor advised funds. In Notice
2007-21, the Service asked for input regarding ibepetual existence of donor
advised funds. This Article has addressed thosearas by providing a framework
based upon individual retirement accounts thatiregugrants be made for active
charitable use and that brings donor advised ftm@s eventual end for each donor.
The proposal brings the treatment of donor advifguds into line with the
prevailing expectation of donors.

Donor advised funds are calling out for the craatid a new class of charitable
giving rules. Throughout their rise, donor advi$eadds have managed to operate in
the space between public charities and privatedations.

This is a perfect time to develop a new model funat advised funds. Congress
has taken the first step to remedy the private fitesguses by imposing excise taxes
upon donor advised funds. The next step should [maplement the proposal in this
Article.

http://fengagedscholarship.csuohio.edu/clevstlrev/vol58/iss1/4
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