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Private Foundations, Supporting Organizations, and Donor
Advised Funds

Organizations described in Internal Revenue Code (IRC)§501(c)(3) are commonly referred to as charitable organizations and,
other than testing for public safety organizations, are eligible to receive tax-deductible contributions in accordance with IRC
§170. The organization must not be organized or operated for the benefit of private interests, and no partof the net earnings
of anIRC §501(c)(3) organization may accrueto the benefit of any private individual. If the organization engagesin an excess
benefit transaction with a person having substantial influence overthe organization, an excise tax may be imposed on the
person and any organization managers agreeing to the transaction. The following describes three such organizations in
greater detail —the private foundation, the supporting organization, and the donor advised fund.

Private Foundations

A private foundation (often referred to asa “family foundation”)is a charitable nonprofit organization established and funded
by a single source, typically a donor family or corporation. The foundation is most oftenestablished duringadonor’s lifetime,
but also can be created andfunded at death. Essentially, a private foundation is a tax-exemptrepository of money and
conduit between the donor and the charities to be benefited. The privatefoundationitself does not directly engage in
charitable activities (as compared witha private operating foundation such as afood bank, which has a stated charitable
purpose and carries out its own charitable programs).

Aprivate foundation is controlled by a board of directors or board of trustees, who may be selected by thedonor. The board
determinesissues such as the charitiesto be benefitted, the size of grants, andinvestment policy. This enables the donor to
involve family members early on in the decision-making process to foster philanthropy and social responsibility in future
generations. Of all the charitable planningtechniques available, private foundations provide the highest level of control and
flexibility to the donor in terms of how gifts will beapplied to charitable causes.

Every organization that qualifies for tax-exempt status as anorganization described in IRC§501(c)(3)is a private foundation
unless such organization falls into one of the categories specifically excluded from the definition of that term (referred toin
IRC §509(a)). In addition, certain nonexempt charitable trusts are also treated asprivate foundations. Organizations that fall
into the excluded categories are institutions such as hospitals or universities and those that generally have broad public
support or actively function in a supporting relationship to such organizations.

Evenif an organization fallswithin one of the categories excluded from the definition of a private foundation, it will be
presumed tobe a private foundation, with some exceptions, unless it gives timely notice to the IRS that it is not a private
foundation. Ifan organizationis required tofile thenotice, it generally must do so within 27 months from theend of the
month in which it was organized. Generally, organizations use U.S. Form 1023, Application for Recognition of Exemption, for
this purpose.

Tax Considerations of a Private Foundation

Income Tax

Under IRC §170, the donor'sdeduction to a private foundation of cash contributions generally willbe limitedto 30% of
Adjusted Gross Income (AGlI), and for gifts of appreciated property, the deduction generally is limited to such appreciated
property's cost basis up to 20% of AGI. (Exception: for publicly traded securities, the deduction is not limited to basis where
donated securities aremore than 10% of the corporation’s shares.)

Unlike public charities, which are generally exemptfrom income tax, private foundationsar e subject to special excise taxes of
1.39% oninvestmentincome generatedin a givenyear.
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Estate Tax

IRC §2055 governs thecharitable estate tax deduction. The requirements for the estatetax charitable deduction differ
slightly from the requirements for the income tax charitable deduction under IRC §170. If the decedent was a United States
citizen or resident, the charitable estatetax deductionis not limitedto gifts to trustees or domestic corporations or
associations for use within the United States, and the charitable estatetax deductionis not subject to the percentage
limitations that apply with respect to the charitable income tax deduction.!

Gift Tax

IRC §2522 governs thecharitable gift tax deduction. The requirements for the gift tax charitable deduction differ from the
requirements for theincome tax charitable deduction under|RC §170.

Excise Tax

Because privatefoundations are considered more susceptible to possible operation for the private benefitof donors and
managers, the IRC contains several special rules for privatefoundations that do not apply to public charities (seelist below).
Violations will result in extremely severe penalties and taxes for the foundation, and in some cases, its managers and
substantial contributors.

Thereis an excise tax onthenet investmentincome of most domestic private foundations. Certain foreign private
foundations are also subject to atax on grossinvestment income derivedfrom United States sources. This taxmust be
reported on U.S.Form 990-PF, Returnof Private Foundation, which must be filedannually by all private foundations (and
certain nonexempt trusts treated as private foundations), andthe tax must be paid annually at the timefor filing that return
or, ifthe total tax for the year is $500 or more, in quarterly estimated tax payments.

In addition, there are severalrestrictions and requirements on private foundations, including:

e Restrictions on self-dealing between private foundations and their substantial contributors and other disqualified
persons;

e Requirements thatthe foundation annually distribute income for charitable purposes;

e Limits ontheir holdingsin privatebusinesses;

e Provisions that investments must not jeopardize the carrying out of exempt purposes; and
e Provisionstoassure that expenditures further exemptpurposes.

Certain nonexempt trusts that have charitableinterests as wellas privateinterestsmay also be subject to some of the private
foundation tax provisions.

Violations of these provisions giverise to taxes and penalties against the private foundation and, in some cases, its managers,
its substantial contributors, and certain related persons.

A private foundation cannot be tax exempt nor will contributions to it be deductible as charitable contribution s unless its
governing instrument contains special provisions inaddition to those that apply to all organizations described in IRC
§501(c)(3). In most cases, this requirement may be satisfied by reference to state law. The IRS haspublished a list of states
with this type of law.?

Supporting Organizations

A supporting organization is a corporation or trust formedunder state law that meets the qualifications set forthat IRC
§509(a)(3). Its primary purpose is to supportanother qualified public charity, andit is spared themorerestrictive private

1 Treasury Regulation §20.2055-1(a).
2 See Revenue Ruling 75-38, 1975-1 C.B. 161.
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foundationrules. A supporting organization enjoys the benefits of a public charity, which include themore expansive
charitable contribution deduction limits.

There are three basic classifications of supporting organizationswith classification based upon the relationship betweenthe
supporting organization and the supported organization. These are referred toas Type | (operated, supervised or
controlled by the supportedorganization), Type Il (supervised or controlled in connectionwith the supported organization)
and Type lll (operated in connection withor functionally integrated with the supported organization) supporting
organizations. The relationship between the supported organization and a Type | supporting organizationis similar to parent-
subsidiary corporations. The relationship between the supported organization and a Type Il supporting organizationis similar
tobrother-sister corporations. The relationship betweenthe supported organization anda Type lll supporting organization is
similar to a corporate division that operates autonomously withina corporation.

Requirements of a Supporting Organization

Tobe classified as a supporting organization, the entity must satisfy (1) an organizational test, (2) an operationaltest, (3)a
relationship test, and (4) a disqualified person control test.

The organizational test focuses chiefly on the restricted purposes set forthin the supporting organization's articles of
formation. This test will be considered satisfied if the purposes set forth is the supportingorganization’s articles of for mation
are similarto, but no broader than, the purposes set forth in the supported organization'sarticles of formation.

The operational test relates to the supporting organization's activities, which must be exclusively to supportone or more
specific publicly supported organizations. This test is satisfied by the supporting organization engaging solely inactivities
that support or benefit the specified publicly supported organization.

The relationship test varies dependingupon whether the supporting organizationis Type|, Type Il, or Type lll supporting
organization, andrelationshipis established in different manners for each of a Type |, Typell, or Type lll supporting
organization.

The disqualified person control test requires thatthe supporting organization not be controlled, directly or indirectly, by
certain disqualified persons, including, but not limited to, substantial contributors, owner of more than 20% of anorganization
thatis a substantial contributor, afamily member of a substantial contributor, and government officials.

Impact of the Pension Protection Act of 2006 on Supporting Organizations

The Pension Protection Act of 2006 (2006 Act) led to heavy scrutiny of supporting organizations, particularly Typelll
supporting organizations. The 2006 Act removed many of the privileges that supporting organizations hadover private
foundations and imposed several private foundation rules, including the self-dealing regulations, rules governing excess
business holdings and the excess benefit prohibitions. The 2006 Act also tightened thetests for Type Il supporting
organizations requiring them to demonstrate that theyin fact have a dependent supported organization and support nomore
than five supported organizations. The 2006 Act also made collateral attacks on supporting organizationsby forbidding
donor advised funds and private foundations from making qualifying distributions to Typelll supporting organizations, and
should they do so, the distributions would become taxable subject to their respective excise taxes.

Tax Considerations of a Supporting Organization

Income Tax

For lifetime cash contributions, thedonor’s deduction to a supporting organization willgenerally be limitedto 30% of AGI. For
gifts of appreciated property, the deduction is generally limited to such appreciated property's cost basis up to 20% of AGI.
(Exception: for publicly traded securities, the deduction is not limited to basis where donated securities are more than 10% of
corporation’s shares.)
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Estate Tax

IRC §2055 governs thecharitable estate tax deduction. The requirements for the estatetax charitable deduction differ
slightly from the requirements for the income tax charitable deduction under IRC §170. If the decedent was a United States
citizen or resident, the charitable estatetax deductionis not limitedto gifts to trustees or domestic corporations or
associations for use within the United States, and the charitable estate tax deduction is not subject to the percentage
limitations that apply with respect to the charitable income tax deduction.

Gift Tax

IRC §2522 governs thecharitable gift tax deduction. The requirements for the gift tax charitable deduction differ from the
requirements for theincome tax charitable deduction under|RC §170.

Donor Advised Funds

Adonor advised fund (DAF) is a separate account of a sponsoring charitable organization established by a donor who retains
the right torecommend grants to be made to qualifying charities. The sponsoring organizations generally allow the donor to
serve as an advisor tothe fundor tonameanother person to serveas an advisor. DAFs are most commonly offered by
community foundations that make grants to various local charities. Inrecent years, many established charitieshave begun
offering DAFs in addition to their primary activities.

ADAF is a good alternativeto a private foundation due to lower costs associated withformation and management, and fewer
regulatory hassles.

A DAF should be considered where thedonor is interested in being involved in distribution decisions but is not making the
larger scalegifts usually necessary to justify the expense of a private foundation. In addition, because a DAF can be
established relatively quickly, it canbe a very useful year-end tax planning tool. The donor can make animmediate donation
and decide which charities to benefit later.

Two options exist for using a DAF to support causes outside of the U.S. Adonor canrecommenda granttoan American
charity thatoperates overseas, or a donor canrecommend a grant to an intermediary charity — such as CAF America or Global
Giving —that will, in turn, make a grant to thedonor’s preferred organization for an additionalfee.

A DAF accepts a wide range of financial assets, from cash to marketable securities and even non-publicly traded assets like
real estate.

e Marketable securities: o Private equity
o Publicly-traded stock o Pre-initial public offeringshares
o Closed-end mutual funds e Other non-publicly traded assets:
o Open-end mutualfunds o Lifeinsurance
o Bonds, notes, and debentures o Restricted stock
e Privatelyheldbusinessinterests: o Restricted stock units
o Privatelyheld Ccorporation stock o Realestate
o Privatelyheld S corporation stock o Royalties
o Limited liability companyinterests o Oilandgasroyaltyinterests
o Limited partnershipinterests o Retirementassets

o Hedge fundinterests
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Tax Considerations of a Donor Advised Fund

Income Tax

For lifetime cash contributions, thedonor’s deduction to a private foundation will generally be limited to 30% of AGI. For gifts
of appreciated property, thedeductionis generally limited to such appreciated property's cost basisup to 20% of AGI.
(Exception: for publicly traded securities, the deduction is not limited to basis where donated securities are more than 10% of
corporation’s shares.)

Estate Tax

IRC §2055 governs thecharitable estate tax deduction. The requirements for the estatetax charitable deduction differ
slightly from the requirements for the income tax charitable deduction under IRC §170. If the decedent was a United States
citizen or resident, the charitable estatetax deductionis not limitedto gifts to trustees or domestic corporations or
associations for use within the United States, and the charitable estate tax deduction is not subject to the percentage
limitations that apply with respect to the charitable income tax deduction.

Gift Tax

IRC §2522 governs thecharitable gift tax deduction. The requirements for the gift tax charitable deduction differ from the
requirements for theincome tax charitable deduction under|RC §170.

This tax-related discussionreflects an understanding of generally applicable rules and was prepared toassistin the promotion or mar keting of the
transactions or matters addressed. It is notintended (and cannot be used byany taxpayer) for the purpose of avoiding any IRS penalties that may be imposed
upon the taxpayer. Unless otherwise noted in the material, tax specific information, such as rates, credits, exclusions, exe mptions, and deductions are
specific to 2022. New York Life Insurance Company, its agents and employees may not provide legal, tax oraccounting advice. Individuals should consult
their own professional advisors before implementing any planning strategies. © 2018 New York Life Insurance Company. Allrights reserved. The Nautilus
Group® is a service of New York Life Insurance Company. SMRU 5018386 Exp. 12.27.2024
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