Report to Congress on

Supporting Organizations and Donor Advised Funds

Department of the Treasury

December 2011



DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

December 5, 2011

The Honorable Max Baucus
Chairman, Committee on Finance
United States Senate
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Dear Chairman Baucus:

As mandated by section 1226(a) of the Pension Protection Act of 2006 (the PPA), the
Department of the Treasury has conducted a study on the organization and operation of
supporting organizations and donor advised funds. Section 1226(b) of the PPA directs the
Secretary of the Treasury to submit a report on the supporting organization and donor advised
fund study to Congress.

Enclosed is our report on Supporting Organizations and Donor Advised Funds. An identical
letter is addressed to Senator Hatch.

Sincerely,
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Acting Assistant Secretary (Tax Policy)
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Dear Senator Hatch:

As mandated by section 1226(a) of the Pension Protection Act of 2006 (the PPA), the
Department of the Treasury has conducted a study on the organization and operation of
supporting organizations and donor advised funds. Section 1226(b) of the PPA directs the
Secretary of the Treasury to submit a report on the supporting organization and donor advised
fund study to Congress.

Enclosed is our report on Supporting Organizations and Donor Advised Funds. An identical
letter is addressed to Senator Baucus.

Sincerely,
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Acting Assistant Secretary (Tax Policy)
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December 5, 2011

The Honorable Dave Camp

Chairman, Committee on Ways and Means
U.S. House of Representatives
Washington, DC 20515

Dear Chairman Camp:

As mandated by section 1226(a) of the Pension Protection Act of 2006 (the PPA), the
Department of the Treasury has conducted a study on the organization and operation of
supporting organizations and donor advised funds. Section 1226(b) of the PPA directs the
Secretary of the Treasury to submit a report on the supporting organization and donor advised
fund study to Congress.

Enclosed is our report on Supporting Organizations and Donor Advised Funds. An identical
letter is addressed to Representative Sander Levin.

Sincerely,
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Emily S. McMahon
Acting Assistant Secretary (Tax Policy)
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Ranking Member, Committee on Ways and Means
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Dear Representative Levin:

As mandated by section 1226(a) of the Pension Protection Act of 2006 (the PPA), the
Department of the Treasury has conducted a study on the organization and operation of
supporting organizations and donor advised funds. Section 1226(b) of the PPA directs the
Secretary of the Treasury to submit a report on the supporting organization and donor advised
fund study to Congress.

Enclosed is our report on Supporting Organizations and Donor Advised Funds. An identical
letter is addressed to Representative Dave Camp.

Sincerely,
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Acting Assistant Secretary (Tax Policy)
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Chapter 1: Introduction and Summary

Mandate and Scope of the Study

Title XII of the Pension Protection Act of 2006, Pub. L. 109-280, 120 Stat. 780 (2006) (the PPA)
made numerous changes to provisions of the Internal Revenue Code (the Code) addressing
charitable giving and tax-exempt organizations.” Particular changes to the law were made
regarding supporting organizations (SOs) and charitable giving arrangements commonly referred
to as donor advised funds (DAFs). The legislation provided a statutory definition of the term
“donor advised fund” and modified the statutory definition of “supporting organization.”

Section 1226 of the PPA directs the Secretary of the Treasury to undertake a study on the
organization and operation of SOs and DAFs and submit the findings to Congress. This report
provides the results of Treasury’s analysis of SOs and DAFs and responds to the questions posed
by Congress.

Tax-exempt charitable organizations perform a wide variety of activities, including providing
food, clothing, shelter, and other services to the needy; providing religious services; and
maintaining research, educational, and cultural institutions. Others engage in indirect charitable
activities, including providing support and grants to other charitable institutions. DAFs and
many SOs engage in this latter type of charitable activity. In recent years, they have become
increasingly relevant in the charitable sector, in terms of both their numbers and their assets.

The Code first defined an SO in 1969, and the PPA modified this definition. An SO is a public
charity that supports another closely related public charity—the supported organization. Support
may take the form of monetary payments or direct services to the supported organization, or
charitable activity that furthers the charitable purpose of the supported organization. The SO
derives its public charity status through its relationship with its supported organization and is
therefore not required to qualify separately as a public charity, e.g., by meeting a public support
test. An organization may be an SO to more than one supported organization.

The relationship between the SO and its supported organization may be very close, e.g., board
members of the supported organization may control the board of the SO, or more distant. Based
on the type of relationship between the SO and its supported organization, the SO is categorized
asa Type I, Type Il, or Type 111 SO. (See the discussion below.) Familiar examples of SOs
include university alumni associations that conduct activities promoting the alma mater and
organizations that serve as the “parent organization” in non-profit hospital systems.

The PPA added the first statutory definition of the term “donor advised fund” to the Code,
although this form of charitable giving arrangement has existed for more than 70 years. The
Code now defines a DAF as a fund or account at a qualified public charity—referred to in the
law as the “sponsoring organization” of the DAF—over which a donor or a donor-appointed
advisor retains advisory privileges regarding the investment and/or distribution of assets in the

! The text of the Act is available at http://frwebgate.access.qpo.gov/cgi-
bin/getdoc.cgi?dbname=109 cong_public_laws&docid=f:publ280.109.pdf. (Last accessed December 1, 2011.)
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account; thus the name “donor advised fund.”? The sponsoring organization generally heeds the
recommendations from the donor but is not compelled to do so.

In common parlance, the acronym “DAF” is sometimes used interchangeably to describe both an
individual donor account maintained by the sponsoring organization and the aggregate collection
of donor accounts at that sponsoring organization. In some cases where the sponsoring
organization does not engage in other charitable activities beyond the management of DAFs, the
acronym “DAF” has even been used to describe the sponsoring organization itself. In this report,
the term “DAF” refers to the individual donor-advised account consisting of the donor’s (or
donors’) contributions and any returns on those contributions credited to the account. For
expository purposes, in this report the term “Aggregate DAF” refers to the aggregate collection
of the DAFs maintained by a single sponsoring organization, which are subject to the rules and
procedures established by the sponsoring organization. A donor can establish multiple DAFs at
a single sponsoring organization.

A variety of charities sponsor DAFs, including charitable organizations formed by financial
institutions for the principal purpose of offering DAFs, community foundations, universities,
SOs, and other tax-exempt organizations that may have a range of endowment funds or
charitable activities they support. The sponsoring organization generally distributes grants from
the DAF’s assets to charities engaged in direct charitable activities. The sponsoring organization
might also engage in other activities to support the grant recipients or the community in other
ways, i.e., maintaining DAFs may be the sole purpose of the sponsoring organization or one of
many things it does. However, the DAF’s assets are generally used for grant-making; the
grantee organization generally provides direct charitable services.

At the time of donation, a charitable contribution deduction is generally available to the donor
for contributions to an SO or a DAF. The SO or the DAF sponsoring organization owns and
controls the donated assets and all investment returns from those assets. In some circumstances,
a donor to an SO may be in a position to exert influence over investment and distribution of the
SO’s assets, e.g., if the donor serves as an officer of the SO or as a member of its governing
board. As a legal matter, however, the donor has no right to control the manner in which the SO
uses the particular funds contributed to the SO by the donor. In the case of a DAF, the donor is
explicitly permitted to advise the sponsoring organization about how the donated funds should be
invested and/or disbursed to other charities, but such advice is subject to the DAF sponsoring
organization’s ultimate discretion and control.

Concerns regarding donor influence or control over SOs and DAFs culminated in changes to the
law included in the PPA, which also directed the Department of the Treasury (Treasury) to
promulgate regulations addressing SOs.® Although the PPA focused largely on pension reform,

2 A DAF may be contributed to by more than one donor. The donor may appoint an advisor to exercise the advisory
privileges related to the DAF. When referring to advisory privileges throughout this report, the term “donor” also
refers to an appointed advisor.

¥ On August 2, 2007, Treasury and the IRS issued an advance notice of proposed rulemaking, “Payout Requirements

for Type 111 Supporting Organizations That Are Not Functionally Integrated” (72 Fed. Reg. 148) that described rules

Treasury and the IRS intended to propose to implement the PPA changes to Type 111 SO requirements. The advance
2



it contained a substantial subtitle on charitable reform. The charitable reforms included, among
others:

New reporting requirements for SOs. Most SOs are now required to file IRS Form 990,
“Return of Organization Exempt from Income Tax” (Form 990), a Federal return for tax
exempt organizations, regardless of the amount of their gross receipts. An SO is required to
list its supported organization(s); indicate whether the SO is a Type I, Type I, or Type il
SO; and certify that the organization is not donor-controlled.

Payout requirement for non-functionally integrated Type 111 SOs. Type Il SOs that
primarily make grants to their supported organizations—referred to as non-functionally
integrated Type 11 SOs—will face a revised, annual payout requirement designed to ensure
that a significant amount is paid to their supported organizations. Non-functionally
integrated Type I11 SOs were newly defined in the PPA. (See the discussion below.)

Additional excess benefit transaction rules for SOs. SOs are subject to new excess benefit
transaction rules intended to curb loans to disqualified persons and grants, loans,
compensation, and other similar payments from an SO to substantial contributors or their
related parties.

New reporting requirements for DAFs. Sponsoring organizations are required to report on
Form 990 the total number of DAFs held, the aggregate value of assets in those DAFs, and
the aggregate contributions to and grants from those DAFs during the tax year.

New excise taxes for DAFs. DAF sponsoring organizations are subject to a new 20 percent
excise tax on any distribution from a DAF made to an individual or to an entity either for any
non-charitable purpose or if the sponsoring organization fails to exercise expenditure
responsibility. In addition, any fund manager of the sponsoring organization who knowingly
approves a taxable distribution is subject to a five percent excise tax on the amount of the
distribution.

There is also a new 125 percent excise tax on donors, advisors, or related parties for
distributions from a DAF that benefit (more than incidentally) a donor, advisor, family
member, or certain controlled entities of the donor or advisor. In addition, any fund manager
that approves of such a distribution, knowing that it will confer a more-than-incidental
benefit, is subject to a ten percent excise tax on the amount of the benefit.

Additional excess benefit transaction rules for DAFs. DAF sponsoring organizations are
subject to new excess benefit transaction rules intended to curb grants, loans, compensation,
and other similar payments from a DAF to donors, advisors, or their related parties.

notice also solicited comments regarding the proposed rules. On September 24, 2009, Treasury and the IRS issued
proposed regulations (74 Fed. Reg. 48672) addressing the requirements for Type 111 SOs. These proposed
regulations are referred to below as the “Proposed SO Regulations.” The Proposed SO Regulations state that they
are proposed to be effective on the date of publication of final regulations. The text of the Proposed SO Regulations
(REG-155929-06) is found on page 665 of Internal Revenue Bulletin 2009-47 at http://www.irs.gov/pub/irs-

irbs/irb09-47.pdf. (Last accessed December 1, 2011.)
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e Application of excess business holdings rules for DAFs. The PPA extended the private
foundation excess business holdings rules to DAFs and also provided a definition of
“disqualified person” for purposes of applying these rules to DAFs.

As part of the PPA, Congress requested that Treasury undertake a study of the organization and
operation of DAFs and SOs, with specific consideration of the following:*

1. Whether the Existing Deduction Rules for Contributions to DAFs and SOs are
Appropriate: Specifically, whether the deductions allowed for income, gift, or estate tax
purposes for charitable contributions to DAFs and SOs are appropriate in consideration of the
use of the contributed assets (including the type, extent, and timing of such use) or of the use
of the assets of such organizations for the benefit of the person making the charitable
contribution (or a related person).

Donors to DAF sponsoring organizations and SOs, like donors to other public charities, are
generally allowed to claim a current year charitable contribution deduction for a larger
percentage of their income donated to these entities than if they had donated to private
foundations.

2. Whether DAFs Should be Subject to a Distribution Requirement: Specifically, whether
a DAF should be required to distribute for charitable purposes a specified amount (whether
based on the income or assets of the fund) in order to ensure that the sponsoring organization
IS operating in a manner consistent with the purposes or functions constituting the basis for
its exempt status.

As discussed below, private foundations, which share some functional characteristics with
DAFs, are required to distribute five percent of their assets annually.> Under current law,
DAF sponsoring organizations have no distribution requirement for DAF assets, either at the
individual DAF level or in aggregate.

3. Whether an Advisory Role in the Investment or Distribution of Donated Funds is
Consistent with a Completed Gift: Specifically, whether the retention by a donor of rights
or privileges with respect to amounts transferred to a DAF or an SO (including advisory
rights or privileges with respect to the making of grants or the investment of assets) is
consistent with the treatment of the transfer as a completed gift that qualifies for a deduction
for income, gift, or estate tax purposes.

Under current law, a charitable gift is not considered to be “complete”—and no charitable
deduction is allowed—if the donor maintains control over the gift, its sale, or further use.

* The mandate for the study, which contains the precise language for the questions Congress posed, is found in
Appendix B.

> Private foundations are classified as either operating or non-operating foundations. The former conduct direct
charitable activities, whereas the latter tend to be grant-making entities. Non-operating foundations comprised more
than 90 percent of private foundations in 2006, and grant-making non-operating private foundations comprised more
than 80 percent of private foundations. In common parlance, the modifier “non-operating” is often omitted when
discussing private foundations. Unless otherwise noted, the use of “private foundations” below refers to non-
operating private foundations.



4. Other Forms of Charity: Whether the issues described in questions 1-3 are also issues with
respect to other forms of charities or charitable donations.

This report presents Treasury’s analysis of the questions posed by Congress. Chapter 2 contains
a description of the Federal tax law treatment of charities, including SOs and DAF sponsoring
organizations. Chapter 3: contains a statistical overview of SOs and DAF sponsoring
organizations. Chapter 4: contains a summary of public comments that Treasury and the Internal
Revenue Service (IRS) solicited and received on topics related to SOs and DAFs. In particular,
Treasury and the IRS asked the public to provide input on the questions asked by Congress and
to evaluate the steps taken in the PPA to improve compliance and limit abuse. Chapter 5:
concludes the study with Treasury’s answers to the questions posed by Congress.

Executive Summary and Major Findings
The data collected by the IRS, along with the public comments, provide the following insights:

e Charities are increasingly large and complex in terms of their operations, assets, and
activities. SOs and DAFs play an important role in the charitable sector.

- During tax year 2006, SOs received $94.1 billion in total revenue, had total expenses of
$72.5 billion—including $11.5 billion in grants paid, $4.0 billion in payments to
affiliates, and $46.9 billion in program expenses—and had a net worth of $226.7 billion
at the end of the year. SOs that support organizations that provide medical and dental
care for low-income households, work with hospital patients and employees, and conduct
health research had the largest revenue, expenses, and net worth.

- During tax year 2006, DAF sponsoring organizations received $59.5 billion in revenue,
including $9.0 billion in contributions to DAFs. These sponsoring organizations had total
expenses of $37.7 billion—including $5.7 billion in grants paid from DAF assets, $6.8
billion in other grants paid, and $20.7 billion in program expenses—and had a net worth
of $211.3 billion at the end of the year. (Assets in DAFs are a subset of these amounts.
See below.)

e Prior to tax year 2006, the data available on DAFs were very limited. Recent changes in
reporting are expected to improve the data available for analysis over time.® Beginning with
tax year 2006, the Form 990 required DAF sponsoring organizations to report the total
number of DAFs they owned, the aggregate value of assets held in their DAFs, and the
aggregate contributions to and grants from their DAFs. This will make it possible to
calculate aggregate payout rates at the sponsoring organization level, monitor certain trends
related to DAFs, and compare payout rates of Aggregate DAFs with those of private

® When new information is requested on a tax form, taxpayers often face a learning curve in filling out the form
properly. As taxpayers work with their tax advisors and the IRS, the quality of the data submitted by taxpayers
tends to improve over time. The analysis of Form 990 for 2006—the first year for which complete data were
available for use in time for this report—indicates a similar pattern is likely to develop for information related to
DAFs. See Data Appendix C for additional discussion.



foundations.” (Information on individual DAFs is unavailable.) Beginning with tax year
2008, sponsoring organizations report the aggregate data on their DAFs and similar accounts
in a separate section.

e IRS data indicate that in tax year 2006, the 2,398 DAF sponsoring organizations had 160,000
DAFs. The assets in these DAFs were valued at $31.1 billion as of the end of tax year 2006.

- Aggregate DAFs sponsored by the charitable arms of financial institutions (commercial
NDAFs) had an average of $424.5 million in total assets and median assets of $58.9
million, the largest among the broad categories of organizations that sponsor DAFs.®

— The average payout rate across all Aggregate DAFs in 2006 was 9.3 percent.® Aggregate
DAFs sponsored by community foundations had an average payout rate that matched the
overall average. Among the commercial NDAFs, the average payout rate was 14.2
percent. Other NDAFs had an average payout rate of 28.7 percent.

e Respondents to the solicitation for public comments noted that while it was generally true
that the DAF sponsoring organizations approved most donor grant recommendations,
approval was not automatic.

- In general, sponsoring organizations reported that they have specific guidelines
applicable to grants from DAFs, and they ensure that the guidelines are followed and that
their donors and grantees are made aware of the restrictions applicable to them. The
sponsoring organizations serve as intermediaries that match charitable needs with the
charitable preferences of their donors.

e Therefore, the fact that DAFs have high approval rates for donor recommendations is not in
itself indicative of donors’ exerting excessive control over their donated assets. The public
comments correctly point out that high approval rates for grant recommendations are not
sufficient to support the claim that the gifts should not be considered “complete.”

The insights above inform Treasury’s answers to the questions Congress posed.

" The payout rates reported for DAFs and private foundations are not strictly comparable due to computation
differences and differences in information collected on Form 990 for DAF sponsoring organizations and information
collected on Form 990-PF for private foundations.

® DAF sponsoring organizations that have national reach and whose primary role is to serve as intermediaries
between donors and a broad range of charities providing direct charitable services by sponsoring and maintaining
DAFs and other similar charitable funds will be referred to in this study as NDAFs. The subset of NDAFs that is
sponsored by charitable affiliates of financial institutions will be referred to as commercial NDAFs, and the NDAFs
that are not sponsored by such organizations will be referred to as other NDAFs.

° The payout rate for an Aggregate DAF is calculated by dividing the total grants from DAFs at a given sponsoring
organization by DAF assets available for grant-making at that sponsoring organization (i.e., the value of aggregate
DAF assets at year end plus the value of grants made from DAFs during the year). The average payout rate across
the Aggregate DAFs is the arithmetic mean of the payout rates across all Aggregate DAFs. For further discussion,
see page 58.



e The PPA appears to have provided a legal structure to address abusive practices and
accommodate innovations in the sector without creating undue additional burden or new
opportunities for abuse.

e Although donors may prefer making gifts of appreciated property to SOs and DAFs, rather
than to private foundations, in order to take a larger charitable contribution deduction, they
may do so only if they are willing not only to part with control of the assets, but also to give
the assets to organizations they do not control. Because contributions to DAF sponsoring
organizations and SOs, like contributions to other public charities, are generally to
organizations the donor doesn’t control, the deduction rules are appropriate.

e There may be a lag between when a donor contributes assets to a DAF sponsoring
organization or an SO—and may claim a charitable contribution deduction—and when the
donated assets are used for direct charitable activities. The issue of the lag between
contribution and final use of assets is no different at DAF sponsoring organizations and SOs
than it is for other public charities that may operate charitable funds or maintain
endowments. Thus, it is appropriate that the contribution deduction rules faced by donors to
SOs and DAF sponsoring organizations are the same as those applicable to donors to other
public charities.

e Several provisions of the Code address issues related to donor benefit. A charitable
deduction is disallowed to the extent that a donor receives benefits that are of more than
insubstantial value in exchange for the contribution. In addition, an organization’s tax-
exempt status may be revoked if it operates to benefit private interests, such as those of its
donors, or if it does not further a charitable purpose. Further, the Code contains deterrents in
the form of excise taxes both on a donor who receives excess benefits from a public charity
and on the charity’s managers if they knowingly approved the transaction conferring the
benefit. The PPA also enacted new provisions in the form of taxes designed to deter SOs,
DAF sponsoring organizations, and their donors from allowing donors to receive certain
payments or any improper benefits from an SO or DAF.

e Compared to private foundations, the mean payout rates for Aggregate DAFs in tax year
2006 appear to be high for most categories of DAF sponsoring organizations.'® It would be
premature to recommend a distribution requirement for DAFs at this point. As more years of
data become available, analysis of trends with respect to DAF sponsoring organizations and
the DAF assets they administer will be possible.

e Current law disallows a charitable contribution deduction for a contribution to any charity
that does not meet the standard of a completed gift, including in the case of a gift to a DAF or
SO. However, as is the case with gifts to other charities, if all existing tax and other legal
requirements are met, donations to a DAF or an SO may be completed gifts and become the
property of the donee organization. Although donee organizations may feel an obligation to

19 This is relative to the roughly five percent payout rate observed for private non-operating foundations. However,
note that while these percentages provide some perspective on payout policy and practice, payout rates for DAFs
and private foundations are not directly comparable because of differences in definitions of qualified expenditures,
distributions, and assets reported by DAF sponsoring organizations and private foundations, which affect
calculations of payout rates.



use donated funds in a manner preferred by the donor, especially when subsequent
contributions may be desired, there is nothing unique about DAFs or SOs in this regard and,
in fact, they have no legal obligation to follow the preference of the donor.

e As the effects of the PPA and the new regulations become clearer over time, Treasury looks
forward to working with Congress to determine whether additional legislation or reporting is
necessary.



Chapter 2: Description of Federal Tax Law Treatment of Charities,
Supporting Organizations, and Donor Advised Funds

An organization that meets the requirements of section 501(c)(3) of the Code may be recognized
as exempt from Federal income tax.** The requirements include that the organization must be
organized and operated exclusively for religious, charitable, scientific, testing for public safety,
literary, or educational purposes; to foster national or international amateur sports competition;
or for the prevention of cruelty to children or animals. In addition, the organization must serve a
public rather than a private interest.**> No part of the organization’s net earnings may inure to the
benefit of organizational insiders,*® and only incidental private benefits may accrue to others.
Lobbying must not be a substantial part of the organization’s activities, and the organization may
not participate or intervene in political campaign activities.

The Code also confers a benefit on individuals and corporations who donate to section 501(c)(3)
organizations in the form of a charitable contribution deduction. The rules for charitable
contribution deductions are set forth in section 170 of the Code and distinguish between types of
donors (individuals or corporations), types of donees (public charities or private foundations),
and types of property contributed (e.g., cash, capital gain property, ordinary income property,
and inventory).™

It is important to keep in mind that both donors—through the charitable contribution
deduction—and section 501(c)(3) organizations—through the income tax exemption—receive
benefits under the Code. The PPA’s provisions largely affect the rules under which SOs and
DAF sponsoring organizations must operate to avoid excise taxes and maintain their tax-exempt
status. However, the questions Congress posed relate both to these rules and to the rules
governing the tax benefits donors receive.

The legal treatment of charitable organizations in general, and SOs and DAF sponsoring
organizations in particular, provides background and guidance for Treasury’s answers to the
Congressional questions. This chapter provides an overview of the Federal tax law treatment of
the wide variety of charities—in terms of their organizational structure and charitable activity—
covered by section 501(c)(3) of the Code and associated regulations. Figure 2.1 displays the
classification of these charities and serves as a roadmap for the first part of the chapter. The
second part of the chapter outlines the provisions of the PPA that affect SOs, DAFs, and their
donors.

1 To operate as a section 501(c)(3) organization, the organization generally must apply for and receive recognition
of tax-exempt status by the IRS and comply with all applicable rules governing reporting and activity. Generally,
houses of worship are presumed to be exempt and are not required to apply for IRS recognition of their exempt
status.

12 See Treas. Reg. § 1.501(c)(3)-1.
3 In this context, inurement means private benefits resulting from the use of the assets of the exempt organization.

1 Contributions made to public charities are generally subject to more favorable deduction rules than are
contributions to private foundations. These rules are discussed in more detail in the following section.
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Figure 2.1:

Universe of Section 501(c)(3) Organizations
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Public Charities vs. Private Foundations

Since 1969, a tax-exempt charity described in section 501(c)(3) is classified as either a private
foundation or a public charity.™ In general, a public charity is distinguished from a private
foundation by the level of public support or oversight the organization receives. The greater the
degree of public support or oversight, the greater the likelihood the organization is a public
charity. Organizations that are funded and controlled by only a few donors—an individual,
family, or corporation—tend to be classified as private foundations.

Section 509(a) defines the organizations that qualify for public charity status. A charitable
organization that is not described in section 509(a)(1), (2), (3), or (4), outlined below, is, by
default, classified as a private foundation.

e 509(a)(1): Organizations described in Code section 170(b)(1)(A) (other than in clauses (vii)
and (viii)).

- Churches, educational institutions, hospitals, medical research organizations, and
organizations that normally receive a substantial part' of their support from direct or
indirect contributions from the general public or a governmental unit.

e 509(a)(2): Organizations that normally receive more than one-third of their support from
gifts, grants, contributions, membership fees, and gross receipts from the performance of
activities related to their exempt function and not more than one-third of their support from
investment income.

- Museums, theaters and other organizations with support from numerous donors or
government grants, or that generate revenue from their exempt function.

e 509(a)(3): Organizations that are organized and operated exclusively for the benefit of, to
perform the functions of, or to carry out the purposes of one or more specified organizations
described in section 509(a)(1) or 509(a)(2).

- This defines SOs. An SO qualifies as a public charity through its relationship with the
public charity (or charities) it supports. SOs are discussed further below.

e 509(a)(4): Organizations organized and operated exclusively for testing for public safety.

A charity’s classification as a private foundation or a public charity has important consequences
in terms of the rules under which it must operate and the tax benefits its donors receive. Private

1> See the Tax Reform Act of 1969, Pub. L. 91-172 (the 1969 Act), which enacted Chapter 42 of the Code.

18 The regulations under section 170 of the Code provide that an organization is treated as normally receiving a
substantial part of its support from public sources if it meets either a one-third public support test or a facts and
circumstances test. The facts and circumstances test requires that an organization receive at least ten percent of its
total support from public sources and that it be organized and operated so as to attract new and additional public or
governmental support on a continuous basis. The regulations set forth a number of factors that will be taken into
account in the facts and circumstances analysis, including, for example, whether the organization’s governing board
represents the broad interests of the public or is dominated by a single donor or family. See generally Treas. Reg.

§ 1.170A-9T(f).
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foundations'’—typically controlled by their donors and persons related to their donors—are
subject to more restrictions on their activities than public charities, including an excise tax on net
investment income and mandatory distribution requirements. More specifically:

Excise taxes are imposed on acts of “self-dealing,” including sales or exchanges, or leasing

of property; lending of money; and the furnishing of goods, services, or facilities between a
private foundation and a disqualified person, e.g., a foundation insider. Public charities are

permitted to engage in insider transactions as long as there is no excess benefit to the insider
(i.e., the transaction is at fair market value).

Private foundations are subject to an excise tax on their net investment income at a rate of
two percent (reduced to one percent if certain requirements are met). Private foundations are
also subject to excise taxes if they have excess business holdings; make jeopardizing
investments; or make taxable expenditures, e.g., expenditures for lobbying or political
activities and expenditures for non-charitable purposes.

Generally, private foundations are required to pay out five percent of the fair market value of
their assets (other than assets devoted to direct charitable use) as qualifying distributions to
accomplish one or more of their exempt purposes.*® Failure to meet the minimum
distribution requirement triggers an excise tax.

Private operating foundations qualify for an exemption from the mandatory distribution
requirement by engaging in a certain amount of direct charitable activity. However, they
remain subject to the rules related to self-dealing, excess business holdings, jeopardizing
investments, and taxable expenditures and to the excise tax on investment income. Private
operating foundations are generally required to expend a specified percentage of their income
on their charitable activities and, if the amount expended does not exceed a minimum
percentage of their total assets, to devote a certain portion of their assets to the charitable
activities they conduct.™

Finally, donors to private foundations face deduction limits that are generally more restrictive
than those imposed on donors to public charities. Donors of certain appreciated property to
public charities may take a deduction equal to the fair market value of the contributed
property, while a private foundation’s donor is limited to a deduction equal to the donor’s
basis in the property. Also donors to private foundations are subject to additional lower
limits on their total charitable contribution deduction. Donors to non-operating private
foundations cannot deduct more than 30 percent of their adjusted gross income (AGI) in the
case of cash donations, and 20 percent of AGI in the case of donations of capital gain
property. Donors to public charities and private operating foundations, however, can deduct
up to 50 percent of AGI in the case of cash donations and 30 percent of AGI in the case of
donations of capital gain property.

" The discussion immediately below refers both to operating and non-operating private foundations.

'8 The qualifying distribution rules are set forth in section 4942 of the Code and accompanying regulations. Certain
taxes and administrative expenses can be counted toward meeting the five percent payout requirement.

19 See generally section 4942(j)(3) of the Code and Treas. Reg. § 53.4942(b)-1.
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Figure 2.2 illustrates, from a donor’s perspective, the tradeoffs between establishing a public
charity and establishing a private foundation. Generally, in exchange for less restrictive rules
governing transactions with insiders, more generous charitable contribution deduction limits, and
no distribution requirements, donors to public charities give up all control over the donated
assets and generally do not control the charity. At a private foundation, donors may control the
foundation and thus be able to maintain a certain amount of influence over the donated assets,
but the foundation is subject to an excise tax on investment income, operational restrictions, a
mandatory distribution requirement, and less generous charitable deduction rules.
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Figure 2.2: Donor’s Tradeoffs between Establishing or Contributing to a Public Charity
versus a Private Foundation
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One can think of private foundations and public charities as generally lying at either extreme of a
continuum of charitable organizations. Founders of charitable organizations face the tradeoffs
outlined above when determining whether to organize a public charity or a private foundation.

The tradeoffs are important to consider because public charities and private foundations can
perform similar charitable activities and achieve similar philanthropic goals for their supporters.
For example, although they are public charities, DAF sponsoring organizations and certain SOs
may engage primarily in grant-making activities, like most private foundations, rather than
providing direct charitable services. Indeed, DAFs, SOs and small private foundations all may
be attractive to a donor interested in making grants to other charities. However, these
alternatives allow for differing levels of donor influence or control.
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Prior to enactment of the PPA, concerns were expressed that donors to some DAFs and SOs
were exerting control over and personally benefitting from their donated assets.? To address
potential influence and control by donors, the PPA strengthened the control that DAF sponsoring
organizations and supported organizations can exercise over DAFs and SOs, respectively. The
PPA also enacted additional operational restrictions on DAF sponsoring organizations and SOs,
similar to those imposed on private foundations, including stricter rules for insider transactions
and investment restrictions not generally applicable to other public charities. A summary of the
major distinctions among private foundations, public charities, SOs, and DAF sponsoring
organizations post-PPA is found in Table 2.1 below.

2 For example, IRS Commissioner Everson’s written testimony at the Senate Finance Committee’s April 5, 2005
hearing, Charities and Charitable Giving: Proposals for Reform, included the statement: “We have found that
certain promoters encourage individuals to establish purported donor-advised fund arrangements that are used for a
taxpayer’s personal benefit, and some of the charities that sponsor these funds may be complicit in the abuse. The
promoters inappropriately claim that payments to these organizations are deductible under section 170 of the Code.
Also, they often claim that the assets transferred in the funds can grow tax free and later be used to benefit the donor
in the form of compensation for purported charitable projects, to reimburse them for their expenses, or to fund their
children’s educations.” The testimony may be found at http://finance.senate.gov/imo/media/doc/metest040505.pdf.
(Last accessed December 1, 2011.)
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Table 2.1: Summary of Major Distinctions among Private Foundations, Public Charities, SOs, and DAF Sponsoring

Organizations Post-PPA

Charitable Donor Control Annual Distribution Excise Taxes on
Contribution Requirements Organization and/or
Deduction Managers
Limitation for
Individuals®?

Operating Private Foundation Cash: 50% of AGI Donor may control the Must expend 85% of net On acts of self-dealing
Capital Gain organization. income (up to 4.25% of with disqualified
Property: assets) actively conducting persons, investment
30% of AGI its exempt activities and income, excess business

Non-Operating Private
Foundation

Cash: 30% of AGI
Capital Gain
Property:

20% of AGI

Donor may control the
organization

either expend 3 1/3% of fair
market value of assets on
such activities or meet an
assets test.

Must expend 5% of fair
market value of assets not
devoted to charitable use.

Grants made to non-
functionally integrated Type
I11 SOs and certain other
SOs are not qualifying
distributions.

holdings, jeopardizing
investments, taxable
expenditures, and
political expenditures.

On acts of self-dealing
with disqualified
persons, investment
income, failure to meet
the mandatory
distribution
requirement, excess
business holdings,
jeopardizing
investments, taxable
expenditures, and
political expenditures.
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Table 2.1: Continued

Charitable Donor Advice and Distribution Requirements Excise Taxes on

Contribution Control Organization and/or

Deduction Managers

Limitation for

Individuals"?
Public Charity 509(a)(1) and Cash: 50% of AGI Donors may, but Medical research On excess benefit
509(a)(2) Capital Gain generally do not, control  organizations must expend at  transactions, excessive
(not a DAF sponsoring Property: the organization. Donors  least 3.5% of fair market lobbying, and political
organization) 30% of AGI may offer non-binding value of assets for or devote  expenditures.

DAF Sponsoring Organization

Cash: 50% of AGI
Capital Gain
Property:

30% of AGI

Deduction not
allowed for
contributions to
DAFs whose
sponsoring
organizations are
war veterans
organizations,
fraternal lodges,
cemetery
corporations, or
non-functionally
integrated Type IlI
SOs.

advice on investment and

distribution of assets.

Donors may, but
generally do not, control
the organization.
Sponsoring organization
owns assets and returns
on assets. Donor may
offer non-binding
investment and
distribution advice.

more than 50% of assets to
the active conduct of

medical research.
None.

On excess benefit
transactions, excessive
lobbying, political
expenditures, and
excess business
holdings in DAFs.

On distributions from
DAFs to individuals, or
to certain organizations
unless made for a
charitable purpose and
expenditure
responsibility is
exercised.

On distributions from
DAFs that convey a
more-than-incidental
benefit to a donor,
advisor, family
member, or controlled
entity.
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Table 2.1: Continued

Charitable Donor Advice and Distribution Requirements Excise Taxes on
Contribution Control Organization and/or
Deduction Managers
Limitation for
Individuals®?
Type |1 SO Cash: 50% of AGI Donor may not control None. On excess benefit
Capital Gain SO. SO is controlled by transactions, excessive
Property: its supported lobbying, and political
30% of AGI organization. expenditures.
Type 11 SO Cash: 50% of AGI Donor may not control None. On excess benefit
Capital Gain SO. SO is controlled by transactions, excessive
Property: persons who control its lobbying, political
30% of AGI supported organization. expenditures, and
excess business
holdings if the SO
accepts a contribution
from a donor who
controls a supported
organization.
Functionally Integrated Cash: 50% of AGI Donor may not control None. On excess benefit

Type 111 SO

Capital Gain
Property:
30% of AGI

SO. SO is NOT
controlled by its

supported organization.

transactions, excessive
lobbying, and political
expenditures.
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Table 2.1: Continued

Charitable Donor Advice and Control Distribution Requirements Excise Taxes on
Contribution Organization and/or
Deduction Limitation Managers

for Individuals'?

Non-Functionally ~ Cash: 50% of AGI Donor may not control SO. Must distribute 85% of net On excess benefit
Integrated Capital Gain Property: SO is NOT controlled by its income to supported organizations transactions, excessive
Type 111 SO 30% of AGI supported organization. and meet an attentiveness test. lobbying, political

Proposed SO Regulations would expenditures, and excess
revise the payout requirement to business holdings.

5% of the fair market value of

non-exempt use assets.’

! Corporations may also receive a charitable contribution deduction. The rules are set forth in Section 170(b)(2) of the Code, which provides a
charitable contribution limit of 10% of taxable income.

?In addition to the overall limitation on total charitable contribution deductions, Section 170 of the Code sets forth rules for determining the
amount that may be deducted for contributions of certain types of property. These rules distinguish between types of donors (individuals or
corporations), types of donees (public charities or private foundations), types of property contributed (e.g., cash, capital gain property, ordinary
income property, and inventory), and in some cases, distinguish between whether or not the contributed property is used to directly further the
exempt purpose of the organization.

¥Section 1241(d) of the PPA directed the Secretary of the Treasury to promulgate new regulations under section 509 establishing a mandatory
distribution requirement for non-functionally integrated Type 111 SOs. On September 24, 2009, Treasury and the IRS published proposed
regulations, “Payout Requirements for Type 11 Supporting Organizations That Are Not Functionally Integrated” (74 Fed. Reg. 48672), proposing
a payout requirement equal to 5% of the value of non-exempt-use assets. The regulations are proposed to be effective on the date of publication of
final regulations.
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SOs

An organization that is not a public charity described in section 509(a)(1) or (2) of the Code may
still be classified as a public charity under section 509(a)(3) if it has a prescribed relationship
with one or more public charities described in section 509(a)(1) or (2). Such an organization is
an SO, and the organization(s) described in section 509(a)(1) or (2) that the SO supports is
referred to as the supported organization(s).

The 1969 Act excluded SOs from classification as private foundations, and the PPA revised the
statutory definition of “supporting organization.” To qualify as an SO under section 509(a)(3) of
the Code, an organization must satisfy three requirements:

e The organization must be organized and operated exclusively for the benefit of, to perform
the functions of, or to carry out the purposes of one or more specified public charities
described in section 509(a)(1) or (2).

e The organization must be: (i) operated, supervised, or controlled by; (ii) supervised or
controlled in connection with; or (iii) operated in connection with one or more public
charities described in section 509(a)(1) or (2).%* This is referred to as the “relationship test.”

e The organization must not be controlled directly or indirectly by one or more disqualified
persons other than foundation managers and other than one or more public charities
described in section 509(a)(1) or (2).

The relationship test is met if the SO maintains one of three relationships with the supported
organization(s). An SO is classified as a Type I, Type I, or Type 11 SO based on whether its
relationship with its supported organization(s) is described in subparagraph (i), (ii), or (iii) of
section 509(a)(3)(B), respectively.

e ATypel SO is “operated, supervised, or controlled by” one or more supported organizations.
The relationship is comparable to a “parent-subsidiary” corporate relationship in that the
supported organization can direct the policies, programs, or activities of the SO. The
relationship may be established by the fact that a majority of the officers, directors, or
trustees of the SO is appointed or elected by the governing body, members of the governing
body, officers acting in their official capacity, or the membership of one or more of the
supported organizations.*

e A Type Il SO is “supervised or controlled in connection with” one or more supported
organizations. The relationship is comparable to a “brother-sister” corporate relationship in
that the two organizations are under common supervision or control. The relationship may

2! Section 1241(a) of the PPA amended section 509(a)(3)(B) of the Code to bring the descriptions of the three types

of SO in the regulations into the Code. See Treas. Reg. § 1.509(a)-4(f)(2). Prior to the PPA, section 509(a)(3)(B) of
the Code read as follows: “is operated, supervised, or controlled by or in connection with one or more organizations

described in paragraph (1)or (2).”

%2 See Treas. Reg. § 1.509(a)-4(g).
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be established by the fact that control or management of the SO is vested in the same persons
that control or manage the supported organization(s).?

e A Type lll SO is “operated in connection with” one or more supported organizations. The
governing board of a Type 11l SO is not controlled by its supported organization(s) or by
those who control the supported organization(s). Instead, in order to be a Type Il SO, an SO
must be responsive to the needs of the supported organization(s) and be significantly
involved in the operations of the supported organization(s). The regulations set forth two
tests—a responsiveness test and an integral part test—which must be met in order to establish
that the SO meets the Type 111 relationship test.?* However, because a Type 111 SO is not
controlled by its supported organization(s), donor influence has been more of a concern in
Type 111 supporting organizations.

DAFs

The first donor-advised fund is reported to have been created at the New York Community Trust
around 1931, and the popularity of this charitable-giving vehicle has grown ever since. Despite
having been in use for 75 years, the term “donor advised fund” was not codified until the
enactment of the PPA. A variety of charities sponsor DAFs, including charitable organizations
formed by financial institutions for the principal purpose of offering DAFs, community
foundations, universities, SOs, and other tax-exempt organizations that may have a range of
endowment funds or other charitable activities they conduct.

In the early 1990s, a number of charities began operating DAFs as their primary or sole activity.
These sponsoring organizations can be broadly classified into two types.?® DAF sponsoring
organizations that have national reach and whose primary role is to serve as intermediaries
between donors and a broad range of charities providing direct charitable services by sponsoring
and maintaining DAFs and other similar charitable funds are referred to in this study as national
DAFs, or NDAFs. The subset of NDAFs that consists of the charitable affiliates of financial
institutions, such as those that operate large mutual funds or retirement accounts, are referred to
in this study as commercial NDAFs. Others with national reach that are not affiliated with
financial institutions are referred to in this study as other NDAFs.

Typical features of a DAF include:

e Donors contribute to the public charity to establish or fund a DAF. The charity maintains a
separate account balance for each DAF.

% See Treas. Reg. § 1.509(a)-4(h).

? See Treas. Reg. § 1.509(a)-4(i). The Proposed SO Regulations maintain both of these tests but propose revisions
to both tests which reflect statutory changes made by the PPA and address Congressional concern that the current
regulations do not ensure that there is a sufficient nexus between the SO and supported organizations.

% See Victoria B. Bjorklund, “The Emergence of the Donor-Advised Fund,” 3 Paul Streckfus’ EO Tax J. 15 (May
1998) and Victoria B. Bjorklund, “Choosing Among the Private Foundation, Supporting Organization and Donor-
Advised Fund,” (May 2003), p. 27, retrieved from http://www.stblaw.com/content/Publications/pub239.pdf on
January 11, 2010. (Last accessed December 1, 2011.)

% The DAF form is flexible, and other models may develop over time.
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e Contributions to the public charity sponsoring the DAF are irrevocable. The charity owns
the assets held in the DAF. Contributions may qualify for an income tax deduction under
section 170 at the time of the donation, governed by the deduction rules applicable to public
charities. Before the PPA, the sponsoring organization’s operations and assets were subject
to the same rules applicable to public charities. Post-PPA, DAF sponsoring organizations are
subject to additional restrictions, described below.

e The donor or an advisor designated by the donor has the right to recommend grants be made
from the DAF to qualified charitable recipients. The sponsoring organization need not accept
the recommendation. If it does not, it may make a reasonable effort to solicit an alternate
grant recommendation.

e In contrast to a private foundation, a DAF typically affords the advantages of anonymity,
which takes on two forms. First, the donee organization may receive a grant from the
sponsoring organization with no reference made to the DAF from which the funds were
drawn. Second, because the Form 990 does not require public charities to report distributions
on a fund-by-fund basis, grants from specific DAFs are not reported separately.

e A DAF sponsoring organization typically provides the legal, administrative, and accounting
work to establish and maintain several DAFs, resulting in lower start-up costs and ongoing
administrative burden than with a private foundation. A sponsoring organization generally
requires that all activities, including donor advice, be subject to the conditions of the
charity’s governing document and reserves the right to modify the DAF agreement.

e A sponsoring organization may allow the assets held in a DAF to be distributed to a
charitable recipient designated by the donor upon the donor’s death. A sponsoring
organization also may allow a donor to appoint a successor advisor for the DAF, e.g., a
spouse, child, or other descendant, who would continue to make recommendations regarding
distributions from the account.

PPA Changes

The popularity of SOs and DAFs increased throughout the 1990s, and concerns regarding abuses
of SOs and DAFs emerged within Congress and the Executive branch in the early 2000s.?” The
Administration’s Fiscal Year 2001 budget contained a proposal to “Clarify Public Charity Status
of Donor Advised Funds” and urged legislative action regarding DAFs. The Senate Finance
Committee held hearings in 2004 and released a “White Paper” containing reform proposals.*®

" For example, IRS Commissioner Everson’s testimony at the Senate Finance Committee’s June 22, 2004 hearing,
Charity Oversight and Reform: Keeping Bad Things from Happening to Good Charities, referenced a purported
charitable donation to an SO that was almost immediately returned to the donor in the form of an unsecured loan and
“[DAF] promoters [who] encourage clients to donate funds and then use those funds to pay personal expenses,
which might include school expenses for the donor’s children, payments for the donor’s own “volunteer work’, and
loans back to the donor.” See IR 2004-81, available at http://www.irs.gov/pub/irs-news/ir-04-081.pdf. (Last
accessed December 1, 2011.)

% See Senate Finance Committee Staff, Tax Exempt Governance Proposals: Staff Discussion Draft (June 22, 2004),
available at http://finance.senate.gov/imo/media/doc/062204stfdis.pdf. (Last accessed December 1, 2011.)
Testimony and other information related to the Senate Finance Committee’s June 22, 2004 hearing, Charity
Oversight and Reform: Keeping Bad Things from Happening to Good Charities, can be found at
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At the encouragement of the Senate Finance Committee, the Panel on the Nonprofit Sector,
which was composed of 24 participants from a diverse set of non-profit organizations and
assisted by several expert advisory groups, issued a report to Congress recommending legislative
action by Congress and regulatory action by the IRS.® “Abuse of Charitable Organizations and
Deductions”—with specific reference to SOs and DAFs—was listed on the IRS “Dirty Dozen”
list—an annual list of notorious tax abuses—in 2005, 2006, and 2007.*

This line of inquiry and subsequent analysis ultimately led to a charitable reform subtitle in the
PPA containing new rules and sanctions applicable to SOs and DAF donors and sponsoring
organizations. The PPA enacted specific rules regarding the permissible behavior of donors,
SOs, and DAF sponsoring organizations, described further below.

Changes to the Law Governing SOs

The PPA amended section 509 of the Code to codify the distinction in the regulations among the
three types of SOs; defined the terms “supported organization” and “Type Il supporting
organization;” defined and codified the regulatory distinction between “functionally integrated”
and “non-functionally integrated” Type 111 SOs;*! imposed additional excess benefit transaction
taxes on SOs; and subjected non-functionally integrated Type 111 SOs, as well as certain Type Il
SOs, to excise taxes on excess business holdings.

The PPA added the following new rules applicable to all SOs:

e Automatic Excess Benefit Transactions. The PPA expanded the definition of “excess
benefit transactions” to include any grant, loan, compensation, or other similar payment from
an SO to a substantial contributor, related person, or controlled entity of a substantial
contributor and any loan by an SO to a disqualified person. The entire amount of the grant,
loan, compensation, or other payment is treated as the excess benefit.

- The PPA also defined the term “substantial contributor” for purposes of the new SO
automatic excess benefit transaction rules as a person who contributed more than $5,000
in aggregate to the SO, if that amount is more than 2 percent of the total contributions
received by the SO, and the creator of a trust.

http://finance.senate.gov/hearings/hearing/?id=48ca4cce-afe1-db95-0fcb-8ff9255e780a. (Last accessed December
1,2011.)

 See Panel on the Nonprofit Sector, Strengthening Transparency, Governance, Accountability of Charitable
Organizations: A Final Report to Congress and the Nonprofit Sector (June 2005); Panel on the Nonprofit Sector,
Strengthening Transparency, Governance, Accountability of Charitable Organizations: A Supplement to the Final
Report to Congress and the Nonprofit Sector (April 2006).

% See IR 2005-19 (Feb. 28, 2005), available at http://www.irs.gov/newsroom/article/0,,id=136337,00.html (last
accessed December 1, 2011); IR 2006-25 (Feb. 7, 2006), available at
http://www.irs.gov/newsroom/article/0,,id=154293,00.html (last accessed December 1, 2011); and IR 2007-37 (Feb.
20, 2007), available at http://www.irs.gov/newsroom/article/0,,id=167983,00.html (last accessed December 1,
2011).

*! Prior to the PPA, the technical term “functionally integrated” was used as a shorthand description, but there was
no statutory definition.
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Donor Control of Supported Organizations. A Type | or Type 111 SO is prohibited from
accepting a gift or contribution from a person who, together with family members and 35-
percent controlled entities, directly or indirectly controls a supported organization of the SO.
Type 11 SOs that accept contributions from such donors will be subject to the private
foundation excess business holdings rules.

Private Foundation Grants to SOs. Grants by private foundations are not qualifying
distributions if they are made to a non-functionally integrated Type 111 SO or to any other
type of SO if a disqualified person*? of the private foundation directly or indirectly controls
the SO or a supported organization of the SO. In addition, a private foundation must exercise
expenditure responsibility over any such grants.*

DAF Grants to SOs. DAF sponsoring organizations must exercise expenditure
responsibility over any distribution from a DAF to a non-functionally integrated Type I11 SO
or to any other type of SO if a donor, advisor, or related party directly or indirectly controls a
supported organization of the SO.

Form 990 Filing Threshold. An SO is generally required to file a Form 990 (or Form 990-
EZ) for tax periods ending after August 17, 2006, even if the SO’s annual gross receipts are
normally below the general Form 990 filing threshold.®* If an SO supports a religious
organization described in section 501(c)(3) of the Code and has annual gross receipts that are
normally $5,000 or less, the SO is not required to file Form 990 (or Form 990-EZ).
However, the SO must submit an annual electronic notice, Form 990-N (“Electronic Notice
[e-Postcard] for Tax-Exempt Organizations not Required To File Form 990 or 990-EZ”) for
tax periods beginning after December 31, 2006. Churches, their integrated auxiliaries, and
religious orders are not required to file any Form 990 information return or electronic notice.

Form 990 Reporting. On its Form 990, an SO must list its supported organizations; indicate
whether it is a Type I, 11, or 111 SO; and certify that the SO is not controlled by disqualified
persons.

Excess Business Holdings. The PPA extended the excess business holdings rules to non-
functionally integrated Type I11 SOs and to Type Il SOs that accept gifts or contributions
from a donor that controls a supported organization of the SO and also provided a definition
of “disqualified person” for purposes of applying these rules to SOs.

The PPA imposed the following restrictions applicable only to Type 111 SOs:

Definition of Functionally Integrated. A functionally integrated Type I11 SO is an SO that
is not required by Treasury Regulations to make payments to its supported organization(s)
due to the activities of the SO related to performing the functions of, or carrying out the
purposes of, its supported organization(s).* Under current regulations, a functionally

%2 The definition of a disqualified person for private foundations is found in section 4946(a)(1) of the Code.

% See section 4945(d)(4) of the Code.

% This threshold is $50,000 for tax years beginning in 2010.

% See section 4943(f)(5)(B) of the Code.
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integrated Type I11 SO is one that engages in activities that perform the functions of or carry
out the purposes of its supported organization(s) and that, but for the SO’s involvement,
would normally be engaged in by the supported organization(s) itself.*

e Strengthened Responsiveness Test. Type I11 SOs must provide each of their su;aported
organizations with such information as the Secretary may require by regulation.*” The PPA
also effectively removed the alternate means of meeting the Type 111 responsiveness test
previously available to charitable trusts. The Proposed SO Regulations provide one
responsiveness test for all Type Il supporting organizations, requiring them to demonstrate
that their managers have a close relationship with the leaders of their supported
organization(s) and that the supported organization(s) will have a significant voice in the
operations of the SO.

e Foreign Supported Organizations. Type Il SOs may not be operated in connection with a
supported organization that is not organized in the United States.

e Payout Requirement. Non-functionally integrated Type 111 SOs will be subject to a revised
annual payout requirement in order to ensure that a significant amount is paid to supported
organizations, to be provided in regulations.>®

Changes to the Law Governing DAF Sponsoring Organizations
The PPA contained the following provisions regarding DAFs and their sponsoring organizations:

e Definition of Donor Advised Fund. A DAF is a fund or account, owned and controlled by
a sponsoring organization, that is separately identified by reference to contributions of a
donor or donors who retain advisory rights over the account. To qualify as a DAF, a donor
or his designee must have or reasonably must expect to have advisory privileges regarding
the distrig)gution or investment of the assets held in the DAF by reason of the donor’s status as
a donor.

e Definition of Sponsoring Organization. Generally, any organization described in section
170(c) of the Code—except for governmental entities and private foundations—may sponsor
a DAF.* It must maintain at least one DAF to be classified as a sponsoring organization.

% See Treas. Reg. § 1.509(a)-4(i)(3)(ii). The Proposed SO Regulations would change the definition of functionally
integrated.

%" The Proposed SO Regulations provide that each year Type Il SOs must provide to each supported organization
(i) a notice identifying the type and amount of support provided by the SO, (ii) a copy of the SO’s most recently
filed Form 990, and (iii) a copy of the SO’s governing documents, including any amendments, if not previously
provided to the supported organization.

% Section 1241(d) of the PPA directed the Secretary of the Treasury to promulgate new regulations under section
509 establishing a mandatory distribution requirement for non-functionally integrated Type 111 SOs. The Proposed
SO Regulations include a proposed payout requirement equal to five percent of the value of non-exempt-use assets.

% The definition of “donor advised fund” is provided in section 4966(d)(2) of the Code.
“0 The definition of “sponsoring organization” is provided in section 4966(d)(1) of the Code. Note that

organizations that would be described in section170(c) of the Code, but for the fact that they are organized outside
the United States, may be sponsoring organizations.
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Excise Taxes on Taxable Distributions. The PPA imposed a 20 percent tax on the amount
of a taxable distribution from a DAF.** The tax is imposed on the sponsoring organization.
In addition, any fund manager of the sponsoring organization who knowingly approves a
taxable distribution is subject to a five percent excise tax on the amount of the distribution.*?

Excise Taxes on More-Than-Incidental Benefit. The PPA imposed an excise tax on the
advice of any person to make a distribution from a DAF that results in a more-than-incidental
benefit to a donor, advisor, family member, or 35 percent controlled entity. The excise tax is
equal to 125 percent of the benefit.** The tax is levied on the advisor or the recipient of the
benefits resulting from the distribution. In addition, any fund manager that approves of such
a distribution, knowing that it will confer a more-than-incidental benefit, is subject to a ten
percent excise tax on the amount of the benefit.**

Automatic Excess Benefit Transactions. The PPA expanded the definition of “excess
benefit transactions” to include any grant, loan, compensation, or other similar payment from
a DAF to a donor, advisor, family member, or 35 percent controlled entity of the donor or
advisor. The entire amount of the transaction is treated as the excess benefit.

- The PPA also defined the term “disqualified person” for transactions involving a DAF to
include a donor, advisor, family member, or 35 percent controlled entity of the donor or
advisor. For transactions involving a sponsoring organization, the term “disqualified
person” also includes an investment advisor, family member, or 35 percent controlled
entity of the investment advisor.

Excess Business Holdings Rules. The PPA extended the private foundation excess business
holdings rules to DAFs and also provided a definition of “disqualified person” for purposes
of applying these rules to DAFs.

Form 990 Reporting. Sponsoring organizations are required to report on Form 990 the total
number of DAFs held, the aggregate value of assets held in DAFs, and the aggregate
contributions to and grants from DAFs during the taxable year.

Form 1023 Disclosure. A sponsoring organization applying for recognition of exemption
must disclose to the IRS on Form 1023 (“Application for Recognition of Exemption Under
Section 501(c)(3) of the Internal Revenue Code”) that it maintains or intends to maintain
DAFs and the manner in which the organization plans to operate them.

Limits on Charitable Contribution Deduction. A charitable contribution deduction for
income, gift, or estate tax purposes is allowed only for contributions to DAFs whose
sponsoring organizations are not war veterans organizations, fraternal lodges, cemetery
corporations, or non-functionally integrated Type 111 SOs. The donor must also obtain a

1 A taxable distribution is any distribution to a natural person or to an entity either for any non-charitable purpose or
if the sponsoring organization fails to exercise expenditure responsibility. See section 4966(a) of the Code.

“2 The maximum amount of the tax is $10,000 for any one taxable distribution.

*3 This tax will not be imposed with respect to a distribution if an “excess benefit transaction” tax has been imposed
with respect to the same distribution under section 4958 of the Code.

* The maximum tax imposed on managers for any one taxable distribution is $10,000.
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contemporaneous written acknowledgement from the sponsoring organization that the
sponsoring organization has exclusive legal control over the assets contributed to the DAF.

Regulatory Guidance

In December 2006, Treasury and the IRS issued Notice 2006-109, which provides interim
guidance on certain requirements enacted by the PPA that affect SOs, DAF sponsoring
organizations, and private foundations that make grants to SOs.* In particular, Notice 2006-109
provides guidance regarding how grantors may identify whether an SO is a Type I, Type II,
functionally integrated Type Il SO, or non-functionally integrated Type 111 SO; guidance
regarding whether an SO or any of its supported organizations is controlled by disqualified
persons; and rules regarding the excise tax on excess benefit transactions involving SOs. It also
excludes certain employer-sponsored disaster relief funds from the definition of a DAF and
provides rules regarding excise taxes on payments made pursuant to educational grants awarded
prior to the enactment of the PPA.

In August 2007, Treasury and the IRS issued an Advance Notice of Proposed Rulemaking
(ANPRM) (Announcement 2007-87), regarding payout requirements for Type I11 SOs that are
not functionally integrated.*® The ANPRM described the rules Treasury and the IRS intended to
propose regarding Type 111 SOs, including a definition of “functionally integrated Type I11 SO”
and an annual payout requirement for non-functionally integrated Type 111 SOs equal to five
percent of the aggregate fair market value of non-charitable-use assets.

In September 2009, Treasury and the IRS issued the Proposed SO Regulations.*” The Proposed
SO Regulations substantially revise the definition of “functionally integrated Type 111 SO” set
forth in the ANPRM, but provide the same payout requirement for non-functionally integrated
Type 111 SOs of five percent of the aggregate fair market value of non-charitable-use assets.
Numerous comments from the public were received in response to the ANPRM and the Proposed
SO Regulations. Once final regulations are issued, organizations that do not meet the revised
regulatory tests or payout requirement specified in the final regulations will be reclassified as
private foundations.

*® The text of this Notice is found in Appendix D: .

“® The text of Notice 2007-87 is found on page 753 of Internal Revenue Bulletin 2007-40 at
http://www.irs.gov/publ/irs-irbs/irb07-40.pdf. (Last accessed December 1, 2011.)

*" The text of the Proposed SO Regulations (REG-155929-06) is found on page 665 of Internal Revenue Bulletin
2009-47 at http://www.irs.gov/publ/irs-irbs/irb09-47.pdf. (Last accessed December 1, 2011.)
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Chapter 3: Empirical Description and Analysis of SOs and DAFs

This chapter presents a statistical overview of the charitable sector. The first section provides an
historical perspective on public charities and private foundations using IRS Statistics of Income
(SOI) data from 1985 through 2006. The second section focuses on SOs, and the third section
focuses on DAFs and their sponsoring organizations. The primary source of information for the
latter sections is the SOI sample of Form 990 returns for tax year 2006, which is supplemented
with inf%rmation on DAF contributions and charitable deductions from individual income tax
returns.

Tax year 2006 was the first year that several important reporting requirements concerning DAFs
and SOs were added to Form 990. SOs were required to list each of their supported
organizations and the amount of support they provided to each supported organization. In
addition, the form distinguished between functionally integrated and non-functionally integrated
Type 111 SOs (hereafter “other Type 111 SOs”).*® DAF sponsoring organizations were asked to
report the number of DAFs and the end-of-year aggregate value of their DAFs.

Public Charities and Private Foundations

Table 3.1 provides summary statistics for public charities and private foundations that filed Form
990 for selected years from 1985 through 2006.°° Over this period, the number of returns filed
by public charities nearly tripled from about 106,000 to 301,000, a compound annual growth rate
of 5.1 percent per year and many times faster than the growth in the number of households.>*
Adjusted for inflation, net assets increased fourfold from $398 billion to $1.6 trillion (measured
in 2006 constant dollars), while total revenue and expenses increased threefold (measured in
2006 constant dollars).

The number of private foundations increased from 31,171 in 1985 to 81,850 in 2006, a
compound annual growth rate of 4.7 percent per year. During this period, the fair market value
of assets of private foundations increased more than 4 times from $159.3 billion to $645.8 billion

*® The SOI tax year 2006 data include returns for calendar year 2006 and returns for fiscal years ending after June
30, 2006, and before July 1, 2007. This was the most recent year for which a full tax year SOI sample of Form 990
data was available in time for use in this report.

*® The filer is asked on line 13 on Schedule A of the 2006 Form 990 to check the box that describes the type of
supporting organization. The response categories are “Type I,” “Type II,” “Type Il1-Functionally Integrated” and
“Type I11-Other.” For purposes of clarity in the tables and ensuing discussions in this chapter, non-functionally
integrated Type 111 SOs will be referred to as “other Type I11 SOs.”

%0 The data include all organizations that filed Form 990. In 2006, charities that normally received gross receipts of
$25,000 or less were not required to file Form 990 and are not included unless they filed voluntarily. In addition,
churches and integrated auxiliaries of churches are exempted from filing, although some still do.

%! The Form 990 filing threshold remained constant over the applicable period at $25,000 in gross receipts.
Therefore, some or even most of this faster growth may be the result of inflation and rising real incomes. An
increase in the filing threshold to $50,000 for tax years beginning in 2010 is expected to reduce the number of Form
990 filers.
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(measured in 2006 dollars). Unfortunately, equivalent historical tax data are not available for
DAFs and SOs.>

The share of private foundations that are operating foundations, i.e., those that do not have a
payout requirement because they conduct direct charitable activities, remained fairly stable over
the period, between eight and ten percent of the total. Thus, non-operating foundations, i.e.,
those that primarily make grants to other charities, constituted slightly more than 90 percent of
all private foundations.

The closest analogue among private foundations to non-functionally integrated Type 111 SOs or
DAFs are grant-making non-operating foundations. These foundations generally do not conduct
direct charitable activities themselves but make grants to organizations that do. The inflation-
adjusted value of assets held by grant-making non-operating foundations increased from $139
billion dollars in 1985 to $589 billion in 2006. For the period, grant-making non-operating
private foundations held on average 90 percent of the fair market value of assets held by private
foundations. Measured in 2006 dollars, the value of grants paid by these private foundations
increased from $8.6 billion in 1985 to $34 billion in 2006.

The share of the non-operating foundations that are grant-making foundations remained fairly
stable over the period at around 86 percent. Anecdotal reports suggest that some smaller private
foundations are being advised to consider choosing to “reorganize” as DAFs by transferring all
assets to a DAF and terminating the private foundation.*®

Among private foundations, expenses (which include distributions to charitable beneficiaries) as
a share of assets were either constant or slightly decreasing over the period.>* Roughly 74 cents
of every dollar of private foundation expenses were in the form of contributions, gifts, and
grants. Nearly all of these expenses came from grant-making non-operating foundations.
Adjusting for inflation, contributions and grants from these organizations increased from $8.6
billion in 1985 to $33.9 billion in 2006. As a share of the fair market value of assets at grant-
making non-operating foundations, contributions paid out averaged roughly six percent over the
period and varied between five percent and seven percent.

*2Although Form 990 asked charities to self-identify as SOs throughout this period, the IRS does not believe the
historical data were of sufficient quality to be published. As noted in the text, 2006 was the first year that DAF
sponsoring organizations were required to report the number of DAFs they owned and the aggregate value of assets
in their DAFs.

*% The available evidence includes comments by executives of DAF sponsoring organizations cited in The Chronicle
of Philanthropy and on the websites of DAF sponsoring organizations that provide links for those interested in
making the transfer. See, e.g., Noelle Barton and Elizabeth Schwinn, “Growing Concerns and Assets: Donor-
Advised Funds Gain in Popularity as Economy Softens,” The Chronicle of Philanthropy, Vol. 20, May 29, 2008.
Donor advised funds and fiscal sponsorship as alternatives to a private foundation are discussed by Gene Takagi and
Emily Chan in “Alternatives to Forming a Charitable Nonprofit: A Start-Up May Not Be in Your Client's Best
Interests,” Business Law Today, July/August 2009, pp. 15-19.

> Expenses as a share of the book value of assets decreased from 10 percent in 1985 to 8.6 percent in 2006. As a
share of the fair market value of assets, expenses were relatively stable at 7.4 percent over the period.
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Table 3.1: Public Charity and Private Foundation Information Returns, and Exempt Organization Business Income Tax
Returns, Selected Financial Data, 1985-2006
(dollar amounts are in millions of 2006 dollars)

Year
1985 1990 1995 2000 2005 2006
Public Charities®
Number of Returns 106,449 141,757 180,931 230,159 286,615 301,214
Total assets, book value? 710,243 997,253 1,447,592 1,820,060 2,314,905 2,549,728
Total liabilities?® 312,557 460,480 648,881 628,261 857,688 932,011
Net assets’ 397,686 536,773 798,712 1,191,799 1,457,216 1,617,717
Total revenue 450,063 622,918 840,091 1,008,969 1,293,696 1,370,880
Program service revenue® 281,540 438,906 561,080 674,520 880,409 920,222
Contributions and grants 93,5622 122,036 161,773 231,886 285,291 303,168
Memberships etc. 6,290 7,174 7,786 7,758 8,837 8,979
Other 68,711 54,802 109,452 94,806 119,160 138,511
Total expenses 409,524 585,563 765,722 927,695 1,174,970 1,230,416
Net Income 40,540 37,355 74,369 81,274 118,726 140,464
Private Foundations
Number of Returns 31,171 40,105 47,917 66,738 79,535 81,850
Non-operating foundations 28,599 36,880 43,966 61,501 72,800 74,364
Operating foundations 2,571 3,226 3,951 5,238 6,734 7,486
Total assets, book value? 119,721 175,065 247,670 477,018 497,514 569,302
Total assets, FMV/? 159,299 215,946 307,629 549,378 563,719 645,810
Investments in securities 122,907 164,421 241,551 420,984 385,235 403,668
Total revenue 27,154 27,181 39,023 84,775 78,852 94,107
Total expenses 11,974 16,139 21,768 43,604 44,217 48,797
Contributions and grants4 8,672 12,242 15,521 32,107 32,894 34,932
Net revenue 15,180 11,042 17,256 41,171 34,637 45,310
Net investment income® 16,760 17,063 25,778 56,878 45,711 54,200
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Table 3.1: Continued

Year
1985 1990 1995 2000 2005 2006
Grant-making Non-operating Foundations
Number of Returns 25,171 31,758 37,654 53,032 63,844 64,468
Total assets, FMV? 139,250 193,012 272,179 496,320 510,919 588,697
Total investment assets,
FMV 133,389 185,966 263,219 480,497 492,426 567,761
Total revenues 23,631 23,371 33,651 72,803 67,465 82,567
Contributions received 7,767 7,477 9,464 29,794 24,583 32,142
Contributions paid 8,561 12,132 15,073 30,928 31,642 33,850
Net Investment Income 15,142 15,833 23,715 52,456 43,240 50,973

! Table cells report dollar amounts in millions of dollars adjusted for inflation to 2006 constant dollars using the GDP Implicit Price
Deflator. Public charity returns include data reported by organizations described in Internal Revenue Code section 501(c)(3), excluding
private foundations and most religious organizations. Organizations with receipts under $25,000 were not required to file.

2 Balance sheet data are end-of-year amounts.

® Represents fees collected by organizations in support of their tax-exempt purposes and income such as tuition and fees at educational
institutions, hospital patient charges, and admission and activity fees collected by museums and other nonprofit organizations or
institutions.

* The amount of contributions, gifts, and grants shown reflects the amount actually disbursed, on a cash basis, for charitable purposes.

® Represents income not considered related to a private foundation’s charitable purpose, e.g., interest, dividends, and capital gains.
Foundations could be subject to an excise tax on such income.

Source: IRS, Statistics of Income Division, October 2009 - Historical Table 16, from irs.gov/taxstats
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The data analyzed in the remainder of the chapter are from a large sample of Form 990s for tax
year 2006 processed by the SOI Division of the IRS. It is important to note that 2006
represented the first year that some of this information was reported. As a result, the data may be
subject to higher error rates than would be expected in later years, after organizations become
more familiar with the new questions and reporting. The redesigned Form 990, which is
required to be filed starting with tax year 2008, continues to include the new questions but in a
new format, with the questions in new locations on the form. Thus, there might be an additional
period of taxpayer adjustment, which could reduce the accuracy of the data in the initial years.

To illustrate some of the issues, 2006 was the first year that Form 990 required sponsoring
organizations to report total donations to DAFs, total grants made from DAFs, the number of
DAFs, and the aggregate value of the DAFs. The form also asked whether the organization
maintained separate accounts or funds other than DAFs where donors had the right to provide
advice on the distribution or investment of amounts in such accounts or funds. A separate
question, which was also on the 2005 form, asked whether the organization maintained DAFs.
Some returns reported maintaining a DAF but provided no other information about the DAF(s).
Some of these organizations may have answered the question in error. Other returns reported
contributions to or distributions from a DAF but did not answer *“yes” to the question asking if
DAFs were maintained or provide the number of DAFs or the amounts in the DAFs. In some
cases, it appeared that the individuals preparing the returns did not notice the new distinction
between contributions to (or grants from) DAFs and other contributions. The returns simply
reported all contributions (or grants) on the first line of the sections dealing with revenue and
expenses as on the prior year form. This will impact the statistics presented in the tables below,
particularly for sponsoring organizations for which sponsoring DAFs is not a major portion of
their charitable activity.

Corrections were made to adjust for such errors whenever possible. However, many such errors
likely remain and are thus reflected in the tables that follow. Additional discussion of such
technical aspects of the data is found in Data Appendix C.

SOs

Beginning with tax year 2005, SOs were required to self-identify on their Form 990 as Type I,
Type Il or Type IlI. In tax year 2006, Type 111 SOs were further required to self-identify as
functionally integrated Type I11 SOs and other Type 111 SOs. As shown in Table 3.2, there were
8,215 Type |, 3,179 Type I, 3,441 functionally integrated Type Ill, and 5,972 other Type Il SOs
that reported their status in 2006. In addition, approximately 600 returns were filed that
identified the organization as an SO but did not specify the type. In more than half of these
cases, the SO type was reported on the 2007 Form 990 or the organization’s website, and this
latter information was used to categorize the organization in the analysis in this section.

% This lack of reporting of the SO type was most common among smaller organizations, suggesting that it may have
been due to confusion about the new category definitions or fear of choosing an incorrect status. More than half of
the organizations not reporting their SO type in 2006 did report the type on their 2007 return.
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Table 3.2: Supporting Organizations, by Type, 2006
(dollar amounts are in millions of 2006 dollars)

Type of Supporting Organization

Functionally
Integrated Other

Variable Type | Type 11 Type 111 Type 111 Total
Sources of Revenues
Cash contributions 14,333 974 1,882 490 17,689
Non-cash contributions 2,269 183 309 1,881 4,643
Contributions type unspecified 66 8 38 13 130

Number of Returns 736 415 479 641 2,352
Contributions to DAFs (included above) 292 34 * 42 368
Total non-government contributions 16,669 1,165 2,229 2,384 22,461
Government grants and contracts 1,340 437 672 111 2,568
Program service revenue 30,072 6,203 8,388 1,315 46,036
Investment income 5,119 1,425 1,869 1,143 9,613
Realized capital gains 6,494 1,235 1,495 1,410 10,663
Other revenues 1,393 349 784 271 2,803
Total revenues 61,087 10,813 15,437 6,635 94,143
Support, Grants and Other Expenditures
Amount of support 18,663 3,560 4,086 1,727 28,035
Grants paid by DAFs 208 42 2 40 292
Other grants paid 6,495 1,460 1,247 2,044 11,253
Assistance to individuals 274 1 1 3 278
Benefits to members 1,008 0 34 0 1,093
Payments to affiliates 3,900 113 20 12 4,044
Program expenses 29,780 7,067 9,020 975 46,868
Total executive compensation 791 292 475 102 1,663
Distributions to disqualified persons 23 * * 0 24

Number of Returns 17 2 3 0 22
Other management expense 3,203 1,148 1,523 277 6,162
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Table 3.2: Continued

Type of Supporting Organization

Functionally
Integrated Other

Variable Type | Type Il Type 11 Type Il Total
Total expenses 46,161 10,229 12,592 3,463 72,545
Total revenue less total expenses 14,926 612 2,845 3,172 21,627
Assets and Liabilities
Securities investments 63,554 27,650 29,292 19,479 141,340
Other investments 84,360 10,742 20,062 6,752 122,073
Total investments 147,913 38,392 49,354 26,232 263,413
Receivables from officers, etc. 7 2 127 2 137

Number reporting loans to officers, etc. 21 9 16 11 57

Number reporting loans to other disqualified
persons 2 0 1 0 3
Other assets 66,176 15,772 20,003 5,887 107,942
Total assets 214,096 54,165 69,485 32,120 371,493
Tax exempt bonds liabilities 20,526 10,175 12,484 884 44,069

Number of Returns 183 99 96 7 385
Total liabilities 80,801 27,158 32,005 4,714 144,773
Net worth, end of year 133,295 27,007 37,480 27,406 226,720
Net worth, beginning of year 116,053 23,958 31,324 23,718 196,427
Total Number of Returns 8,215 3,179 3,441 5,972 21,095

Notes: Dollar amounts are in millions of dollars. A * denotes positive values less than $0.5 million. The table is based on a sample of
returns weighted to reflect the total population of SOs. The 288 SOs for which the type could not be determined are not shown separately

but are included in totals. The amount of support is reported on Schedule A of Form 990 and includes expenditures in the other

expenditures categories. Some missing information was added, and corrections were made to reported amounts based on other available
information. See Data Appendix C for additional information.

Source: IRS Statistics of Income Form 990 File, 2006
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Type | SOs, which have a “parent-subsidiary” relationship with their supported organization(s),
accounted for 39 percent of the total number of SOs in 2006, and their $214 billion in assets
accounted for 58 percent of assets held by all SOs. Type | SOs received contributions of $16.7
billion, constituting about 27 percent of their total revenues of $61 billion. Investment income of
$5.1 billion and realized capital gains of $6.5 billion together accounted for an additional 19
percent of revenues.

Cash contributions accounted for 86 percent of total contributions, non-cash contributions for
nearly 14 percent, and the remaining 0.4 percent was not reported by type. The percentage of
non-cash donations was well below the average level of non-cash charitable contributions made
by individuals as observed in analyses of SOI data, suggesting that non-cash donations are
relatively less important to the operations of Type | SOs.>®

Type | SOs reported providing a total of $18.7 billion of support to their supported charitable
organizations in 2006. The large amounts of program service revenues and expenses (excluding
grants) illustrate that Type | SOs are significantly involved in the provision of services. Program
service revenues of $30.1 billion accounted for 49 percent of revenues in 2006, while program
service expenses of roughly the same amount accounted for 69 percent of expenses.®’

Grant-making is an important activity for some Type | SOs. These organizations paid $6.7
billion in total grants during tax year 2006. This includes $208 million in grants paid from DAF
assets under their control. Grants accounted for 15 percent of total expenses for these SOs.
Balance sheet data of Type | SOs in 2006 show that 43 percent of the $148 billion in investment
assets were allocated to securities, with the balance allocated to other types of investments.
Other assets of $66 billion, including buildings and equipment, accounted for 31 percent of total
assets, which may provide another indicator of the importance of the program activities of Type I
SOs.

Type Il SOs, which have a “brother-sister” relationship with their supported organization(s),
were the least numerous type of SO in 2006. Type Il SOs accounted for 15 percent of SOs.
Their assets of $54.2 billion accounted for a proportionate share of assets held by all SOs.

There were fewer than half as many Type Il SOs as there were Type | SOs. The Type Il SOs had
one-fifth the total revenue and one-fourth the total assets as their Type | counterparts. Their
sources and uses of funds, however, appear similar to those of Type I SOs. Both trace more than
half of revenues and expenses to program activities, rely primarily on cash rather than non-cash
donations, and have investments that account for about two-thirds of total assets. The similarity

% For tax year 2006, reported non-cash charitable contributions deductions by individuals were 28.2 percent of total
reported charitable contributions deductions. See “Table 2.1—Returns with Itemized Deductions: Sources of
Income, Adjustments, Itemized Deductions by Type, Exemptions, and Tax Items, by Size of Adjusted Gross
Income, Tax Year 2006” compiled by the IRS, Statistics of Income Division (July 2008). Retrieved from
http://www.irs.gov/taxstats/indtaxstats/article/0,,id=96981,00.html# grp2 on March 22, 2010. (Last accessed
December 1, 2011.)

> For the analysis in this chapter, executive compensation allocated to program expenses has been subtracted out so
that all executive compensation is included under “executive compensation.”
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to Type | SOs is not surprising given that Type Il SOs have similarly close relationships with
their supported charities.

There are some differences between Type | and Type 11 SOs evident in the data, however. In
2006, Type Il SOs had more than 70 percent of their investment assets in securities, compared to
43 percent for Type | organizations. Payouts were primarily in the form of grants, with less than
ten percent of that amount in the form of payments to affiliates. Program service revenues
accounted for a somewhat higher percentage of total revenues for Type Il than for Type | (57
percent versus 49 percent, respectively), while contributions accounted for only 11 percent of
revenues for Type Il as compared to 27 percent for Type | organizations.

Beginning in tax year 2006, Type I11 SOs were asked to self-identify as functionally integrated
Type 111 SOs or as other Type 111 SOs. The 3,441 functionally integrated Type 111 SOs
represented 37 percent of all Type 111 SOs but accounted for more than two-thirds of revenues
and assets held by all Type 111 SOs.

The functionally integrated Type 111 SOs appear to be most similar to the Type 11 SOs.
Contributions of $2.2 billion accounted for about 14 percent of the $15.4 billion in total
revenues. As with Type | (and Type Il) SOs, program activities are quite important, as program
expenses accounted for 72 percent of total expenses and program revenues accounted for 54
percent of total revenues.

The 5,972 other Type 111 SOs are considerably different than any of the other types of SOs.
Program activities are a much smaller aspect of their activities, accounting for only 28 percent of
total expenses and 20 percent of total revenues. While Type I, Type Il, and functionally
integrated Type I11 SOs receive mainly cash donations, the other Type I11 SOs received non-cash
donations accounting for 79 percent of their total donations. These SOs rely much more on
investment income and capital gains than the other types of SOs: 38 percent of total revenue,
compared to 22 percent for SOs overall. Capital gains of $1.4 billion accounted for 21 percent of
revenue, and other investment income, totaling an additional $1.1 billion, accounted for another
17 percent of revenue. The other Type 111 SOs also differ from the rest of the SOs in that their
net income (total revenues less expenses) of $3.2 billion was 48 percent of their total revenue for
the year, compared to 23 percent for SOs overall.

Table 3.3 presents the same data as Table 3.2 but classifies the SOs into seven categories
according to the industry or sector of the SO and its supported organizations.”® The categories
are education, health, human services, community benefit, philanthropic, religious (not
elsewhere classified), and other. Education includes SOs that support organizations in higher
education, elementary and secondary education, and other education-related activities such as
libraries, scholarship funds, or specialized education such as professional education. Health
includes SOs that support organizations that work with hospital patients and employees, provide

%8 The categorization of SOs was conducted by the SOI division of the IRS using all of the descriptive information
provided on the Forms 990 for that tax year. The codes are based on the National Taxonomy of Exempt Entities
(NTEE).
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medical and dental care for low-income households, and conduct health research. The human
services category includes SOs that support organizations that provide housing for the elderly
and low-income households, food banks, boys and girls clubs, and similar youth organizations.
The community benefits category primarily includes SOs that support community foundations
but also SOs that support community economic development organizations and other regionally
based organizations. The philanthropy category consists primarily of SOs that have been
classified as grant-making organizations. The religious category includes SOs that support
organizations with religious affiliations other than those that were included in the functional
categories such as human services. The “other” category includes a wide variety of generally
small SOs.
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Table 3.3: Supporting Organizations, by Sector, 2006

(dollar amounts in millions of 2006 dollars)

Sector
Human Community  Philan- Religious

Variable Education  Health Services Benefit thropic NEC! Other Total
Sources of Revenues
Cash contributions 10,755 3,015 1,062 241 956 246 1,414 17,689
Non-cash contributions 170 141 61 46 3,559 215 451 4,643
Contributions type unspecified 41 48 21 9 8 0 3 130

Number of Returns 1,545 85 203 86 5 0 427 2,352
Contributions to DAFs (included above) 22 31 6 130 1 176 1 368
Total non-government contributions 10,966 3,203 1,144 296 4,523 461 1,868 22,461
Government grants and contracts 1,510 118 158 195 3 0 584 2,568
Program service revenue 4,333 33,544 2,489 1,250 439 98 3,884 46,036
Investment income 2,450 4,104 612 212 964 358 913 9,613
Realized capital gains 3,496 3,006 574 202 1,537 391 1,457 10,663
Other revenues 672 1,023 295 8 78 40 687 2,803
Total revenues 23,426 44,998 5,271 2,164 7,544 1,348 9,392 94,143
Support, Grants and Other
Expenditures
Amount of support 8,280 12,571 1,402 249 1,138 419 3,966 28,035
Grants paid by DAFs 8 3 1 101 0 177 0 292
Other grants paid 3,621 3,014 619 146 2,083 257 1514 11,253
Assistance to individuals 41 7 12 0 3 0 215 278
Benefits to members 52 26 2 1 0 0 1,012 1,093
Payments to affiliates 3,670 168 81 14 2 0 108 4,044
Program expenses 6,522 31,924 2,740 1,408 301 169 3,805 46,868
Total executive compensation 138 1,174 115 42 75 17 101 1,663
Distributions to disqualified persons 0 23 0 0 0 0 0 24

Number of Returns 1 16 3 0 1 0 1 22
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Table 3.3: Continued

Sector
Human Community  Philan- Religious
Variable Education  Health  Services Benefit thropic NEC! Other Total
Other management expense 627 4,306 398 90 175 49 517 6,162
Total expenses 14,711 41,317 4,035 1,823 2,658 675 7,325 72,545
Total revenue less total expenses 8,743 3,680 1,236 341 4,886 673 2,067 21,627
Assets and Liabilities
Securities investments 25,126 58,553 11,043 3,635 19,208 6,247 17,528 141,340
Other investments 40,013 45,962 4,585 1,788 9,832 1,387 18,507 122,073
Total investments 65,138 104,515 15,628 5,423 29,039 7,634 36,035 263,413
Receivables from officers, etc 0 14 122 0 0 0 1 137
Number reporting loans to officers, etc. 0 23 20 0 2 4 8 57
Number reporting loans to other
disqualified persons. 0 2 1 0 0 0 0 3
Other assets 23,177 52,572 7,445 13,647 3,457 1,523 6,121 107,942
Total assets 88,316 157,101 23,196 19,070 32,497 9,157 42,157 371,493
Tax exempt bonds liabilities 6,403 33,553 2,304 740 318 1 749 44,069
Number of Returns 51 217 81 14 3 1 19 385
Total liabilities 30,079 76,155 7,530 14,826 2,100 1,286 12,797 144,773
Net worth, end of year 58,237 80,945 15,666 4,244 30,396 7,871 29,361 226,720
Net worth, beginning of year 46,034 72,074 13,710 3,734 25,049 7,189 28,638 196,427
Total Number of Returns 6,573 4,446 3,678 802 2,283 1,224 2,088 21,095
Type | 1,899 2,169 1,688 365 658 350 1,086 8,215
Type Il 916 737 724 214 99 55 435 3,179
Functionally Integrated Type 11 1,369 938 539 110 223 58 205 3,441
Other Type IlI 2,205 579 647 114 1,303 762 362 5,972
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Table 3.3: Continued

Sector
Human Community  Philan- Religious
Variable Education  Health Services Benefit thropic NEC! Other Total

Notes: Dollar amounts are in millions of dollars. Table is based on a sample of returns weighted to reflect the total population of SOs. Organizations whose
SO type could not be determined are not shown separately, but are included in totals. Asterisks denote non-zero values not disclosed to avoid taxpayer
identification. Religious NEC (not elsewhere classified) includes SOs with religious affiliations that are not otherwise classified. For example, an SO
supporting a church-affiliated hospital would be classified under Health. Some missing information was added, and corrections were made to reported
amounts based on other available information. See Data Appendix C for additional information.

Source: IRS Statistics of Income Form 990 File, 2006.
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As shown in Table 3.3, Type I, 1l, and 111 SOs are found in all of the industry categories of
charitable organizations. The Type | SO organizational form, the most numerous type, is the
most frequently used in health, human services, community benefit, and other categories. The
other Type I11 SO form is most frequently used in the education, philanthropic, and religious
organization categories.

In 2006, the 6,573 education SOs accounted for 31 percent of all SOs, while their assets of $88
billion represented 24 percent of all SO assets. Education SOs provided $8.3 billion to their
supported organizations in 2006, which accounted for 30 percent of all support provided by SOs
to supported organizations. Most of this support came in the form of non-DAF grants or
payments to affiliates, roughly $3.6 billon of each. Education SOs were relatively less involved
in direct program services. Program expenses of $6.5 billion by education SOs accounted for 14
percent of total program expenses by SOs in 2006.

Health SOs dominated the program expenses expenditure category with $31.9 billion (68 percent
of total program expenses by SOs). Program expenditures by health SOs constituted 77 percent
of their total expenditures and 44 percent of total expenditures across all SOs.

Philanthropic SOs were relatively more dependent on contributions, particularly non-cash
contributions, than were other SOs. The most important sources of their $7.5 billion in revenue
in 2006 were contributions of $4.5 billion (60 percent of revenue), realized capital gains of $1.5
billion (20 percent), and other investment income of $1.0 billion (13 percent). In contrast,
contributions represent only 24 percent of revenues for all SOs. Non-cash contributions to
philanthropic SOs in 2006 accounted for 79 percent of their total contributions. The prominence
of donations of non-cash property and (likely) subsequent realization of capital gains is a likely
indicator of the importance of donations of appreciated property to philanthropic SOs, and by
extension, to their donors.

SOs provide many types of support to their supported organizations, including making direct
payments and providing services or facilities for the supported organization. Data about selected
activities of SOs, broken out by SO type, sector, size, and whether they reported a value for the
amount of support provided, are shown in Table 3.4. Of the 21,095 SOs, 12,261 (58 percent)
reported a dollar amount of support on Schedule A of Form 990. Forty-two percent of the SOs,
however, did not report any amount of support on the appropriate line on their Form 990 or any
payment to affiliated organizations.*

%% In cases where no support amount was reported, the amount reported as payments to affiliates was assumed to
reflect support. This would understate support to the extent that other activities of the SO also would be regarded as
support. A significant number of organizations reported a support amount exactly equal to the amount reported as
payments to affiliates.
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Table 3.4: Reported Support and Related Activities of Supported Organizations, 2006

Returns with Reported Support

Returns with No Reported Support

Had Grants, Had Grants,
Made Program  Help, or Made Program Help, or Total
Grants Expenses Programs Total Grants Expenses Programs  Total Returns

Type
Type | 3,730 2,530 4,433 4,525 2,826 2,730 3,623 3,690 8,215
Type Il 1,392 780 1,435 1,512 1,149 1,379 1,629 1,667 3,179
Functionally Integrated
Type 11 1,642 1,108 1,876 1,899 1,176 1,239 1,461 1,542 3,441
Other Type IlI 3,617 1,226 4,057 4,326 1,122 979 1,566 1,646 5,972

Total 10,381 5,644 11,801 12,261 6,477 6,570 8,566 8,834 21,095
Sector
Education 2,671 2,160 3,628 3,733 1,936 2,305 2,749 2,840 6,573
Health 2,249 1,488 2,419 2,574 1,183 1,524 1,850 1,873 4,446
Human services 1,629 679 1,761 1,873 1,313 1,330 1,677 1,805 3,678
Community benefit 343 234 359 381 328 325 422 422 802
Philanthropic 1,758 268 1,764 1,791 459 63 466 492 2,283
Religious 685 242 807 828 379 147 396 396 1,224
Other 1,046 573 1,062 1,083 879 877 1,006 1,006 2,088

Total 10,381 5,644 11,801 12,261 6,477 6,570 8,566 8,834 21,095
Assets
Under $100,000 1,359 1,759 2,158 2,318 1,359 1,999 2,158 2,238 4,557
$100,000 - $1 million 3,362 1,331 3,518 3,598 1,875 2,119 2,670 2,750 6,348
$1 - 10 million 3,950 1,527 4,276 4,465 2,360 1,691 2,709 2,796 7,261
$10 - 100 million 1,425 806 1536 1,565 749 632 872 891 2,457
$100 - 500 million 224 166 241 243 106 101 124 126 369
$500 million and over 60 55 71 72 28 29 32 32 104

Total 10,381 5,644 11,801 12,261 6,477 6,570 8,566 8,834 21,095
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Table 3.4: Continued

Returns with Reported Support

Returns with No Reported Support

Had Grants, Had Grants,
Made Program Helpor Made Program Helpor Total
Grants Expenses Programs Total Grants Expenses Programs  Total Returns
Revenues
Under $100,000 3,061 2,212 4,058 4,323 2,225 2,590 3,449 3,553 7,875
$100,000 - $1 million 4,617 1,625 4810 4,974 2,500 2,271 3,110 3,229 8,203
$1 - 10 million 2,175 1,347 2,338 2,365 1,398 1,346 1,612 1,657 4,022
$10 - 100 million 446 376 500 506 312 315 345 345 852
$500 million and over 82 85 94 94 43 47 49 49 143
Total 10,381 5,644 11,801 12,261 6,477 6,570 8,566 8,834 21,095

Notes: This table is based on a sample of returns weighted to reflect the total population of SOs. “Grants, Help or Programs” also includes benefits

paid to or for members and specific assistance to individuals, as reported in the statement of functional expenses. See Data Appendix C for

additional information on data and definitions.
Source: IRS Statistics of Income Form 990 File, 2006.
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Of the 8,834 SOs that did not report a support amount, 73 percent made grants, which would
necessarily have been made to or for the benefit of the supported organization. A nearly
identical number reported having program expenses, which may reflect services performed for or
on behalf of the supported organization. Not shown in the table is that just over one percent of
these SOs reported providing benefits to members or assistance to individuals. Overall, 97
percent of the SOs that did not report a value for their support did report some kind of activity
that might be considered support activity.

The new information required on Form 990 beginning in 2006 can be used to analyze potentially
problematic activities by SOs. For example, in the pre-PPA period, Congress identified loans
from an SO to officers, directors, trustees, and key employees of the SO as a potential abuse of
SO status. (The PPA banned all such loans.) In 2006, only 57 of the more than 21,000 SOs
reported such loans, and only 3 reported such loans to other disqualified persons.®® The reported
total of such loans to both groups was $137 million. In almost all cases, the amounts of the loans
were small in the aggregate and represented a small share of the organizations’ assets.

A new item on Form 990 required SOs to report the amounts of compensation paid or
distributions made to disqualified persons. This reporting requirement applied only to
arrangements beginning after August 17, 2006, which is less than half the year for calendar-year
filers but almost the full year for most fiscal-year filers. Twenty-two SOs reported such
distributions totaling $24 million in 2006. Almost all of this activity was conducted by Type |
SOs in the health sector.

DAFs

Beginning in 1999, the Chronicle of Philanthropy (the Chronicle) has conducted an annual

survey of DAF sponsoring organizations. (In addition to this annual survey, the Chronicle

conducts broader surveys of the sector that include questions about DAFs.) The Chronicle

sample is not scientific but is broadly representative of the larger organizations that sponsor
DAFs.® Prior to 2005, the Chronicle’s survey was the best source of data on DAFs, and it

continues to present useful information on DAFs and their sponsoring organizations.

According to a Chronicle survey on large charities, in 2007, 7 of the 100 largest charities in
terms of donations received were commercial NDAFs, with the largest commercial NDAF
ranked 4™ (after the United Way, the American Red Cross, and the Salvation Army).%? Four
community foundations in the survey were also in the top 100 charities by size; all sponsor DAFs

% The number and value of loans to disqualified persons was a new item in 2006 on the Form 990 balance sheet
statement.

%1 For a recent description of the survey methodology, see Noelle Barton, “How the Chronicle's Annual Survey of
Donor-Advised Funds Was Compiled,” The Chronicle of Philanthropy, VVol. 20, May 29, 2009. The Chronicle
notes that the survey responses may incorporate effects of the PPA on reporting, as well as on behavior. The
Chronicle advises caution when comparing across DAF sponsoring organizations, and for the same sponsoring
organization, across time.

82 For a description of the Chronicle’s survey of the 400 largest charities, see Noelle Barton & Elizabeth Schwinn,
“Modest Gains in Giving: Donations to Large Charities rose 4.3% in 2006,” The Chronicle of Philanthropy, Vol.
20, Nov. 1, 2007. This survey is conducted annually.
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as part of their activities. In total, 87 of the largest 400 charities in 2007 sponsored DAFs, and
72 of the 87 participated in the Chronicle DAF survey.®

Nine commercial NDAFs responded in all years between 2001 and 2007, including most of the
largest. Among these nine, the number of DAFs increased at a compound annual growth rate of
nearly 11 percent between 2001 and 2007, far greater than the growth rate for the number of
households. Assets held in these DAFs increased at a compound annual rate of 14 percent from
nearly $4 billion in 2001 (a recession year) to nearly $9 billion in 2007 (just before the recession
that began in December 2007). The data on DAFs sponsored by community foundations are also
suggestive of sector-wide growth in the period. In most years, most responding community
foundations reported positive growth rates for their Aggregate DAFs. However, it is difficult to
draw more specific conclusions because the set of respondents changes from year to year.®*

Beginning with tax year 2005, Form 990 included a question to determine whether the filing
organization maintained “any separate account for participating donors where donors have the
right to provide advice on the use or distribution of funds.” The answer to this question provided
information on those charitable organizations that properly reported to the IRS that they offered
DAFs or similar funds during 2005. No additional information about the number of DAFs or
their value was requested on Form 990 in 2005.

The first detailed questions about DAFs were added to Form 990 for tax year 2006. Form 990
filers were required to report the total number of DAFs, the aggregate value of the funds at year-
end (across all DAFs and DAF-like funds the organization may sponsor), and contributions to
and grants from the funds during the year.®® In addition, several questions were added that affect
DAFs, including whether the organization had excess business holdings in DAFs or made any
taxable distributions. The redesign of Form 990 for tax year 2008 created a separate section for
these questions. The redesigned Form 990 included a number of questions related to the DAF
sponsoring organization’s compliance with various requirements with respect to donors, donor-
advisors, and grantees.

Summary information about DAF sponsoring organizations from the 2006 IRS SOI sample is
shown in Table 3.5. A total of 2,398 section 501(c)(3) organizations reported that they
maintained DAFs in 2006.%° As of the end of 2006, these organizations reported having 160,000

% bid.

% Because of the sampling methods employed by the Chronicle, limiting the sample to only those community
foundations that responded in each year reduced the information available for analysis.

® The filer is asked on line 4 on Schedule A of the tax year 2006 Form 990 if the organization maintained any donor
advised funds. If a sponsoring organization answered “yes,” it was asked on line 4f to “[e]nter the total number of
separate funds or accounts owned at the end of the tax year (excluding donor advised funds included on line 4d)
where donors have the right to provide advice on the distribution or investment of amounts in such funds or
accounts.” The sponsoring organization was asked on line 4g to enter the aggregate value of assets held in those
accounts.

% Some additional organizations answered “yes” to the question of whether they maintained DAFs but provided no
additional information. Because this question may have been answered in error, these organizations were not
included in the analysis.
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DAFs with a total value of $31.1 billion. For tax year 2006, DAF sponsoring organizations
reported receiving a total of $9.0 billion in contributions to DAFs and an additional $11.6 billion
in other contributions, for a total of $20.6 billion in contributions.®”®® Cash and non-cash
contributions to DAFs are not reported separately from other contributions to the sponsoring
organizations. However, one can get some idea of the breakdown by looking at total cash and
non-cash contributions to the DAF sponsoring organizations. DAF sponsoring organizations
received cash contributions of $13.4 billion, or 65 percent of total contributions, and non-cash
contributions of $6.9 billion, which accounted for nearly all of the remainder.®®

%7 Some DAF sponsoring organizations combined their DAF and non-DAF contributions and reported them on one
of the two lines. Other organizations reported DAF or non-DAF contributions on the wrong line. Corrections were
made where such errors could be identified based on other information on the Form 990, the tax year 2007 Form
990, or the organization’s website.

% DAF sponsoring organizations engage in a wide variety of activities. Maintaining DAFs may be the sole purpose
of the sponsoring organization, such as in the case of a commercial NDAF, or one of many things it does, such as in
the case of a community foundation or education institution.

% Contributions of an unspecified type totaled $0.3 billion. Approximately 17 percent of the DAF sponsoring
organizations failed to report the cash and non-cash allocation of their total contributions. However, given that the
unspecified contributions were less than two percent of total contributions, it can be surmised that the organizations
that failed to distinguish between cash and non-cash contributions are predominantly small.
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Table 3.5: DAF Sponsoring Organizations by Sector, 2006

(dollar amounts in millions of 2006 dollars)

Sector
NDAF
Community Religious

Variable Commercial Other Education Foundations Health NEC Other Total
Sources of Revenues
Cash contributions 1,199 336 3,899 3,884 303 1,994 1,829 13,445
Non-cash contributions 2,527 91 829 1,477 38 1,273 696 6,931
Contributions type unspecified 0 56 110 12 2 73 12 266

Number of Returns 0 1 245 1 1 5 163 416
Contributions to DAFs
(included above) 3,730 385 257 2,827 83 1,593 159 9,034

Number of Returns 23 19 139 510 148 296 282 1,417
Total non-government contributions 3,726 484 4,838 5,373 343 3,340 2,537 20,642
Government grants and contracts 0 5 4,339 119 28 271 423 5,184
Program service revenue 4 4 10,624 54 1,268 169 567 12,690
Investment income 340 39 3,051 1,184 84 303 168 5,170
Realized capital gains 252 27 12,624 1,370 69 280 243 14,866
Other revenues 1 -4 552 68 66 85 188 955
Total revenues 4,323 555 36,028 8,169 1,858 4,448 4,127 59,506
Grants and Other Expenditures
Grants paid by DAFs 1,915 329 168 2,049 10 1,011 178 5,659

Number of Returns 23 19 71 512 130 282 144 1,182
Other grants paid 1 12 2,297 1,764 135 1,251 1,359 6,820
Assistance to individuals 0 0 2 19 2 4 165 192
Benefits to members 0 0 0 0 0 0 1
Program expenses 22 28 17,122 335 1,093 700 1,351 20,650
Total executive compensation 5 5 99 91 30 66 69 366
Distributions to disqualified persons 1 0 8 9 0 3 0 21

Number of Returns 2 0 4 4 0 6 0 16
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Table 3.5: Continued

Sector
NDAF
Community Religious

Variable Commercial Other Education = Foundations Health NEC Other Total
Other management expense 25 40 2,360 332 353 251 506 3,865
Total expenses 1,971 416 22,082 4629 1,638 3,317 3,667 37,721
Total revenue less total expenses 2,351 139 13,946 3,541 220 1,131 459 21,787
Assets and Liabilities
Securities investments 9,379 869 86,701 33,257 1,984 8,259 4,843 145,293
Other investments 613 398 59,019 7,446 596 2,364 1,639 72,075
Total investments 9,993 1,267 145,720 40,703 2,579 10,623 6,482 217,368
Receivables from officers, etc 0 0 6 1 0 4 1 12

Number of Returns 0 0 9 4 0 102 1 116
Other assets 230 197 31,608 2,698 1,168 2,533 5,040 43,474
Total assets 10,223 1,464 177,334 43,402 3,748 13,160 11,523 260,853
Total liabilities 321 156 38,361 3,955 797 3,495 2,447 49,533
Net worth 9,902 1,308 138,972 39,447 2,951 9,665 9,076 211,320
Net worth, beginning of year 7,066 1,138 116,666 34,067 2,603 8,154 8,186 177,881
DAF data
Total value of DAFs 9,797 1,140 1,428 13,455 192 4,715 370 31,098

Number of individual DAFs 67,174 9,894 12,945 46,543 1,288 20,422 2,005 160,270
Total Numbers of Returns 23 19 568 607 206 368 607 2,398

Reported taxable distributions 0 0 2 76 0 0 0 78

Reported loans to disqualified
persons 0 0 1 1 0 1 0 3

Notes: This table is based on a sample of returns for tax year 2006 weighted to reflect the total filing population of returns indicating that they maintain
donor advised funds. Asterisks denote cells with a non-zero number of returns not disclosed to avoid taxpayer identification. Some missing information

was added, and corrections were made to reported amounts based on other available information. See Data Appendix C for additional information.

Source: IRS Statistics of Income Form 990 File, 2006.




Overall, the DAF sponsoring organizations reported $5.6 billion in grants paid from DAFs. This
represented 18.2 percent of the end-of-year value of the DAFs and 15.4 percent of the sum of the
end-of-year value and grants from the DAFs during the year, which might be regarded as the
total amount of funds available for distribution.”® Note that while these percentages provide
some perspective on payout policy and practice, they are not directly comparable to the 5-percent
payout requirement for private foundations, which is based on different definitions of “qualified
expenditures” and assets.

As reflected in the last column of Table 3.5, many DAF sponsoring organizations are also
engaged in other charitable activities. For example, some of these organizations were primarily
involved in the direct provision of charitable services. In aggregate, organizations that sponsored
DAFs in 2006 received $12.7 billion in program revenues and had $20.7 billion in program
expenses. In addition to grants made from DAFs, these organizations made $6.8 billion in other
grants and provided $192 million in assistance to individuals.

The first columns of Table 3.5 divide DAF sponsoring organizations into seven categories based
on the SOI National Taxonomy of Exempt Entities (NTEE) classifications, augmented by
research using DAF sponsoring organizations’ websites, the annual Chronicle survey of DAFs, "
and other sources. The categories are NDAFs, which is comprised of commercial NDAFs and
other NDAFs; education, including many colleges and universities; community foundations;
health; religious (not elsewhere classified); and other.

The SOI data suggest that, using these definitions, there were 23 commercial NDAFs and 19
other NDAFs in 2006.”> While they represented less than 2 percent of the number of DAF
sponsoring organizations, they accounted for 48 percent of all DAFs, 35 percent of the asset
value of DAFs, and 46 and 40 percent of the contributions to and distributions from DAFs,
respectively.

The main characteristic of both NDAF groups is that the sponsorship of the DAFs and other
similar accounts or funds generally appears to constitute the principal activity performed by the
sponsoring organization. The organizations largely focus on receiving contributions, converting
non-cash donations into a more liquid form, facilitating grant-making, and managing the
investment of DAF assets, rather than the direct provision of charitable services.

" The total amount of assets available for grant-making is the sum of the value of assets in DAFs at the beginning of
the year, contributions to DAFs made during the year, and investment income earned during the year.
Mathematically, this is equivalent to the sum of the end-of-year value of DAFs plus grants made from DAF assets
during the year.

™ As noted above, the Chronicle has conducted an annual survey of DAF sponsoring organizations since 1999.
While it includes many of the largest DAF sponsoring organizations, participation is voluntary and varies from year
to year.

"2 Note that because the SOI data from Form 990 are a stratified sample, these 42 commercial NDAFs and other
NDAFs are represented by 26 actual observations, several of which have sample weights greater than 1. The SOI
sample includes 100 percent of the largest organizations, but declining percentages of smaller charities.
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The nature of these NDAF sponsoring organizations appears clear from their assets. The value
of the DAFs constituted 96 percent of the total assets of commercial NDAFs ($9.8 billion out of
$10.2 billion) and 78 percent of the total assets of the other NDAFs ($1.1 billion out of $1.5
billion). Direct charitable activity appears to be minor. Program service expenses were only 1.1
percent of total expenses for commercial NDAFs and 6.7 percent of total expenses for other
NDAFs.

The 2006 data from Form 990 suggest that virtually all of the activity of the commercial NDAF
sponsoring organizations relates to the individual DAFs. All of the $3.7 billion in contributions
were to DAFs. Donations to DAFs constituted 86 percent of the $4.3 billion in revenue at
commercial NDAFs. Investment income and realized capital gains comprised nearly all of the
remainder.

Nearly all of the $1.9 billion in charitable grants from NDAFs in 2006 came from DAFs. These
grants constituted 97 percent of their $2.0 billion in total expenses and 22 percent of their $10.2
billion in total assets. Grants from DAFs at commercial NDAFs were 16.4 percent of the sum of
the year-end value of assets and grants from those DAFs. Expenses for programs, executive
compensation, and other management and fundraising activities accounted for nearly all of the
remaining expenses at commercial NDAFs and were 0.5 percent of the year-end value of their
DAFs.

About two-thirds of the value of the donations to DAFs at commercial NDAFs was non-cash,
illustrating the importance of the ability of donors to commercial NDAFs to deduct the full fair
market value of appreciated property. On the other hand, the fact that one-third of the value of
donations was cash suggests that other factors and services offered by DAF sponsoring
organizations also play a significant role. The net worth of commercial NDAFs increased $2.8
billion from $7.1 billion to $9.9 billion during 2006.

Overall, the impression of commercial NDAFs from the reported Form 990 data is of a relatively
efficient system for the management of donated charitable funds in that reported program,
management, and fundraising expenses are low relative to grants and assets under management.
However, other management expenses, such as some investment fees, may have been previously
netted against investment income or realized capital gains. Furthermore, while the overall
payout rate on invested assets is high, no information is available on payout rates at the
individual account level.

It should be noted that management expenses can be “too low” as well as “too high.” Low
management and program expenses could indicate that donors are receiving little oversight from
the sponsoring organization, and high management and program expenses could indicate that the
sponsoring organization is devoting significant resources to match donors with donee
organizations. The provision of such assistance to donors and donee organizations may be an
important public service provided by DAF sponsoring organizations as part of their charitable
mission.
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The other NDAFs are generally similar to the commercial NDAFs, although some participate in
small amounts of direct programming in addition to sponsorship of DAFs.”® While there are
almost as many other NDAFs as commercial NDAFs (19 versus 23), they are much smaller; they
have only $1.1 billion in DAFs—only 12 percent of the value of DAFs at commercial NDAFs.
The other NDAFs received $385 million in contributions to DAFs and nearly $100 million in
other non-government contributions. Unlike the commercial NDAFs, only 19 percent of the
contributions to the other NDAFs were identified as non-cash.

In 2006, the other NDAFs paid out $329 million in charitable grants from DAFs and $12 million
in other grants. Charitable grants from their DAFs constituted 29 percent of the year-end value
of their DAFs and 22 percent of the sum of their year-end value and grants from DAFs during
the year. This distribution rate was higher than the corresponding rate for commercial NDAFs
(16.4 percent).

Program expenses accounted for 6.6 percent of total expenses at other NDAFs, compared to only
1.1 percent for the commercial NDAFs. The other NDAFs’ management expenses, including
executive compensation and fundraising costs, constituted 10.8 percent of total expenses and 3.6
percent of total assets. While these non-grant expenses were many times higher than those of the
commercial NDAFs, it is impossible to determine from the data how much this reflects
additional charitable activities or services (such as advice to donors and donee charities and
direct charitable activity), as opposed to a lower level of efficiency. Differences may also result
if the relationship between the commercial NDAF sponsoring organization and the affiliated
commercial entity lead to accounting or reporting differences between the commercial NDAFs
and other NDAFs.” The net worth of the other NDAFs increased $170 million during 2006
from $1.14 billion to $1.31 billion.

In 2006, one out of every four DAF sponsoring organizations was a community foundation. (As
noted previously, community foundations were the original DAF sponsors more than 70 years
ago.) Community foundations commonly raise funds and make grants to support numerous
charitable initiatives in their communities, and they hold endowments for local charitable
projects in a number of funds, often including DAFs. Twenty-nine percent of all DAFs are held
at community foundations, second in the number of DAFs held only to commercial NDAFs. In
2006, community foundations held $41 billion of the $217 billion in investment assets held by
DAF sponsoring organizations, second only to organizations in the education sector.

Community foundations received $2.8 billion in contributions to DAFs in 2006, which accounted
for just over half of their $5.4 billion in total contributions and just over one-third of their $8.2
billion in revenue. Only 27 percent of community foundations’ total contributions was non-cash.
It is not possible, however, to tell from the reported data how much of the non-cash contribution

" In the case of the commercial NDAFs, investigations show that nearly all, if not all, of the activity of the
sponsoring organization is administering DAFs. The other NDAFs are sometimes engaged in other forms of
charitable endowment building through trusts and other types of funds.

" For example, the costs of some management and oversight services of commercial NDAFs could be included in
the fees netted against investment income, while the other NDAFs perform those services and could include those
costs under program expenses.
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amount was made to DAFs. Investment income and realized capital gains constituted 31 percent
of community foundation total revenue in 2006.

Community foundations paid out $2.0 billion in grants from DAFs and $1.8 billion in other
grants for charitable purposes. In general, community foundations engage in relatively little
direct charitable activity, as program expenses were only seven percent of total expenses in 2006.
Overall, DAF and non-DAF grant-making constituted their primary activity, accounting for 82
percent of total expenses. Grants from their DAFs constituted 15 percent of the year-end value
of their DAFs and 13 percent of the sum of their year-end value and grants from DAFs during
the year.

In the remaining sectors—education, health, religious (not elsewhere classified), and other—
sponsoring and maintaining DAFs are not the primary activities of the sponsoring organizations.
These charities generally have as their main charitable purpose the conduct of some type of
direct charitable activity. Thus, government grants and program service revenue constituted a
larger portion of their revenue. For example, program service revenues constituted 29 percent of
revenues for the education sector DAF sponsors (which includes colleges and schools that charge
tuition), and 68 percent of total revenues for health organizations (including hospitals).

Similarly, program service expenses accounted for 78 percent of total expenses for education
DAF sponsors and 67 percent for health organizations.

Because the education category accounts for 68 percent of total assets of all DAF sponsoring
organizations, Table 3.6 provides a closer look at this sector by separating higher education,
other school-based funds, and other education related sponsoring organizations (primarily
scholarship organizations). Overall, education-related DAF sponsors reported approximately
13,000 DAFs with a value of $1.4 billion at the end of tax year 2006. However, DAFs account
for only a very small part of the total contributions, revenues, expenses, and assets of education-
related organizations that sponsor DAFs. Universities and colleges dominate the sector when
measured by revenue, expenses, total assets, the number of DAFs, or the value of assets in
DAFs. The other education charities account for roughly 640 DAFs valued at $200 million at
the end of 2006.
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Table 3.6: Education Sector DAF Sponsoring Organizations, 2006
(dollar amounts in millions of 2006 dollars)

Preschool,
Collegesand Primary, and Other
Variable Universities Secondary  Education Total
Sources of Revenues
Cash contributions 3,690 34 175 3,899
Non-cash contributions 820 2 7 829
Contributions type unspecified 100 0 10 110
Number of Returns 6 0 240 245
Contributions to DAFs (included above) 215 4 38 257
Number of Returns 35 99 4 139
Total non-government contributions 4,610 35 193 4,838
Government grants and contracts 4,322 0 16 4,339
Program service revenue 10,427 138 59 10,624
Investment income 2,785 20 246 3,051
Realized capital gains 12,068 15 541 12,624
Other revenues 529 8 15 552
Total revenues 34,741 217 1,070 36,028
Grants and Other Expenditures
Grants paid by DAFs 121 0 47 168
Number of Returns 37 1 33 71
Other grants paid 2,155 17 125 2,297
Assistance to individuals 0 2 0 2
Benefits to members 0 0 0 0
Program expenses 16,713 142 267 17,122
Executive compensation 85 3 11 99
Distributions to disqualified persons 8 0 0 8
Number of Returns 4 0 0 4
Other management expense 2,204 32 124 2,360

53



Table 3.6: Continued

Preschool,
Collegesand  Primary, and Other
Variable Universities Secondary  Education Total
Total expenses 21,310 198 573 22,082
Total revenue less total expenses 13,431 19 496 13,946
Assets and Liabilities
Securities investments 80,993 502 5,205 86,701
Other investments 56,258 94 2,667 59,019
Total investments 137,252 596 7,872 145,720
Receivables from officers, etc 6 0 0 6
Number of Returns 7 2 0 9
Other assets 29,308 392 1,908 31,608
Total assets 166,565 988 9,780 177,334
Tax exempt bonds liabilities 9,207 26 10 9,243
Number of Returns 28 1 3 32
Total liabilities 36,782 117 1,463 38,361
Net worth 129,783 871 8,318 138,972
Net worth, beginning of year 108,703 802 7,161 116,666
DAF Data
Total value of DAFs 1,204 14 209 1,428
Number of individual DAFs 12,302 193 450 12,945
Total Numbers of Returns 90 124 354 568
Reported taxable distributions 1 1 0 2
Reported loans to disqualified persons 1 0 0 1

Notes: This table is based on a sample of returns for tax year 2006 weighted to reflect the total filing population of

education-related organizations indicating that they maintain DAFs. Some missing information was added, and corrections
were made to reported amounts based on other available information. See the Data Appendix C for additional information

on the data.

Source: IRS Statistics of Income Form 990 File, 2006.
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Table 3.7 shows information regarding the current payout behavior of DAF sponsoring
organizations. Understanding current payout behavior is a prerequisite for determining the
desirability of a payout requirement for DAFs. This table shows, for each sector of DAF
sponsors, the distributions of the Aggregate DAF assets, the number of DAFs at a sponsoring
organization, total grants from Aggregate DAFs, payout rates for Aggregate DAFs, and the
average assets held in a DAF at a sponsoring organization.” In order to be able to compute valid
means and other statistics, this table includes only those DAF sponsoring organizations that
reported both the aggregate value of their DAFs and the number of individual accounts. As a
result, this table includes only 1,883 returns as compared to the 2,398 in Table 3.5. The table
does include all of the NDAFs and most of the larger DAF sponsoring organizations, as an effort
was made to find missing values for these cases.

"™ Information is only available at the Aggregate DAF level, i.e., at the sponsoring organization level and not at the
individual DAF level. To construct the statistics for grant payout rates and assets per account, the following
methods were used. The grant payout rate for each sponsoring organization was computed using Aggregate DAF
values. Quantiles and means were constructed by sector using these payout rates. The average assets per DAF for
each sponsoring organization was computed by dividing total assets in the Aggregate DAF by the number of
accounts constituting the Aggregate DAF at the sponsoring organization. Quantiles and means were constructed by
sector using these averages.
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Table 3.7: Distribution of Aggregate DAF Values and Payout Rates of DAF Sponsoring Organizations, 2006

(dollar amounts in thousands of 2006 dollars unless otherwise noted)

Sector
NDAF

Community Religious
Variable Commercial Other Education Foundations Health NEC Other Total
Aggregate Value of DAFs
25th percentile 17,276 3,865 4 745 23 220 2 17
Median 58,928 17,206 18 2,916 45 656 15 388
75th percentile 214,922 62,533 71 14,430 533 8,003 376 2,932
Mean 424,494 58,517 3,777 22,282 939 24,608 786 16,513
Total (millions of dollars) 9,797 1,140 1,428 13,455 192 4,713 363 31,089
Number of DAFs
25th percentile 51 55 1 8 2 2 1 1
Median 259 70 2 31 4 4 1 4
75th percentile 1,500 153 2 81 4 74 2 23
Mean 2,910 508 34 77 6 106 4 85
Total 67,174 9,894 12,944 46,543 1,166 20,383 2,005 160,109
Total Grants from DAFs
25th percentile 3,138 1,693 0 10 0 0 0 0
Median 8,412 5,164 0 244 14 32 0 2
75th percentile 30,687 14,044 0 1,549 50 2,084 0 255
Mean 82,983 16,865 406 3,390 50 5,264 377 2,994
Total (millions of dollars) 1,915 329 154 2,047 10 1,008 174 637
Grant Payout Rate (%0)
25th percentile 11.0 9.0 0.0 1.9 0.0 0.0 0.0 0.0
Median 14.7 10.5 0.0 7.0 6.0 4.7 0.0 0.6
75th percentile 17.6 57.2 0.0 12.3 68.4 14.6 0.0 10.5
Mean 14.2 28.7 3.3 9.3 30.9 9.2 3.9 9.3
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Table 3.7: Continued

Sector
NDAF

Community Religious
Variable Commercial Other Education Foundations Health NEC Other Total
Average Assets per DAF (Dollars)
25th percentile 115,925 70,271 3,946 66,529 5,750 58,001 2,020 7,558
Median 305,393 112,457 8,766 95,972 15,010 157,276 15,000 64,920
75th percentile 399,326 232,199 29,036 211,701 159,540 276,447 106,705 180,745
Mean 337,496 190,099 518,050 287,484 198,237 222,003 164,544 286,854
Total Number of Returns 23 19 378 604 205 192 462 1,883

Notes: This table is based on a sample of returns for tax year 2006 weighted to reflect the total filing population of returns indicating that they
maintain donor advised funds. Returns where the number of DAFs or their value could not be determined were excluded. Average assets per
DAF shows distribution statistics for the aggregate value of DAFs divided by the number of DAFs as reported. Some missing information was
added, and corrections were made to reported amounts based on other available information. Some DAF sponsoring organizations reported the
combined grants from DAFs and other funds, which accounts for some of the zero values for grant payouts and payout rates. See Data
Appendix C for additional information.

Source: IRS Statistics of Income Form 990 File, 2006.
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The commercial NDAF sponsoring organizations held, on average, $425 million in DAFs. The
median amount of assets held at a commercial NDAF was $59 million. These values were the
largest for any broad category of DAF sponsoring organization, even though other types of
sponsoring organizations generally had substantial assets other than DAFs.

Commercial NDAFs were also much larger in terms of the number of individual DAFs held.
While the median number of accounts was 259 for the commercial NDAFs, it was only 70 for
other NDAFs and still smaller for the other categories of DAF sponsors. The numbers of
accounts may be understated because some organizations reported only a single DAF, even
though other information suggested they maintained multiple DAFs.

Sponsoring organizations in the education sector are often quite small. However, this category is
dominated by a small number of universities with large endowment funds. Though the average
value of Aggregate DAF assets is $3.8 million, the median is $18,000, and the value at the 75"
percentile is $71,000.

The aggregate payout rate for a DAF sponsoring organization is computed by dividing the
aggregate dollar value of grants made from DAFs during the year by the total amount of assets
potentially available in the DAFs for grant-making during the year. As before, the total amount
of assets available is the sum of the value of assets in DAFs at the beginning of the year,
contributions to DAFs made during the year, and investment income earned during the year.
This is mathematically equivalent to the value of assets in DAFs at the end of the year plus
grants made from DAF assets during the year. Note that the payout rate for DAF sponsoring
organizations computed below is not directly comparable to the payout rate computed by private
foundations for purposes of meeting their distribution requirements.

The Aggregate DAF payout rate computed for a sponsoring organization is mathematically
equivalent to the weighted average of the DAF-level payout rates, where each DAF’s payout rate
is weighted by its share of the sponsoring organization’s DAF assets. Payout rates for DAFs
with greater shares of the sponsoring organization’s DAF assets are thus weighted more heavily.
The Aggregate DAF payout rates of the sponsoring organizations are then used to compute the
statistics shown in Table 3.7.

As discussed above, these data may contain some systematic measurement error related to the
reporting of DAF assets and grants from DAF assets. Measurement issues are most likely to
have occurred in the education category and the “other” category. In general, these are either
small organizations or are larger organizations for which DAFs constitute a small portion of their
charitable assets, and most of their expenditures are for programming or other types of grants.
Although these organizations make up 45 percent of the sponsoring organizations in Table 3.7,
the total number of DAFs held by these organizations is only 9 percent of the total.  As a result,
the reported payout rates for DAF sponsoring organizations in these categories are very low, and
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inferences about these organizations based on their computed Aggregate DAF payout rates are
difficult to make.”

Because of the way the statistics are constructed—aobservations are at the sponsoring
organization level—having low or zero payout rates for a large subset of the sponsoring
organization population will mechanically lower the mean and median for the total sponsoring
organization population. Although statistics are presented for each category of sponsoring
organization, until all organizations have more experience with the redesigned Form 990,
inferences are perhaps best made by examining those categories where DAFs constitute a larger
share of the charitable activity of the sponsoring organizations.

Across all types of sponsoring organizations, the payout rate for DAF assets was 9.3 percent, on
average although the median payout rate was 0.6 percent. Sponsoring organizations with
Aggregate DAF payout rates of at least 5 percent account for 92 percent of the total reported
value of DAF assets. Sponsoring organizations with Aggregate DAF payout rates below the 0.6
percent median account for less than three percent of the total reported value of DAF assets.

Payout rates for NDAF sponsoring organizations are greater than the overall average. Among
the commercial NDAFs, the mean payout rate was 14.2 percent, and the median was 14.7
percent. Relatively large payout rates seemed to characterize most commercial NDAFs. Payout
rates ranged from 11.0 percent at the 25" percentile to 17.6 percent at the 75™ percentile. The
payout rates were also large for the other NDAFs, ranging from 9.0 percent at the 25" percentile
to 57.2 percent at the 75™ percentile. The median payout rate for this group was 10.5 percent.

The mean payout rate for community foundations matched the overall average at 9.3 percent.
The rate varied between 1.9 percent at the 25™ percentile to 12.3 percent at the 75™ percentile.
The median payout rate for community foundations was 7.0 percent.

Individual DAF information is not collected, thus limiting the conclusions that may be drawn
regarding activity levels in individual DAFs and the characteristics of the grants made from
individual DAFs, even once more years of data become available. Individual DAF payout rates
may vary widely, and aggregate payout rates may mask low payout rates (or even no payout)
from a subset of individual DAFs.

Additionally, no information is currently required to be reported about the number of accounts
that have made no or relatively small charitable distributions in the current year or over several
years. Some DAF sponsoring organizations have specific policies to encourage DAF donor-
advisers to make regular recommendations for charitable distributions. Some policies also have
a contingency for the transfer of assets to a general charitable fund after notifications and a
specific time period if insufficient grants have been made. DAF sponsoring organizations are
not required to report information about such policies.

"® Some sponsoring organizations may have misreported DAF payouts by combining DAF payouts with other grant
payouts and not separately as instructed. While corrections were made for such missing information for the largest
DAF sponsors, it was not possible to check all of these cases individually.
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Information reported by DAF sponsoring organizations on their Forms 990 indicates that non-
cash property contributions are a large share of their total donations. Table 3.8 shows data for
2005 on the types of property donated by individual taxpayers to commercial NDAFs, other
NDAFs, and community foundations—the types of organizations that commonly sponsor DAFs.
The table is based on a special IRS SOI study of non-cash property donations reported by
individual taxpayers who filed Form 8283 for 2005. (This is the form required for individual
filers claiming a deduction for non-cash donations of at least $500.) It is important to note that
the table includes only those donations that could be identified as going to a DAF sponsoring
organization by individuals who filed Form 8283 but includes non-DAF contributions to these
sponsoring organizations.”” For example, because community foundations have various types of
funds, not all of the contributions to community foundations reported in the table were to DAFs
at these community foundations. Nevertheless, the table provides the best data available at the
sponsoring organization level.

" For example, some donations to commercial NDAFs are reported as a family’s “charitable fund” and include only
the family’s name and not that of the DAF sponsoring organization. In addition, some DAF contributors may
donate cash, donate less than $500 so that Form 8283 is not required to be filed, or donate more than $500 and fail to
file the required Form 8283.
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Table 3.8: Non-cash Property Donations to DAF Sponsoring Organizations, by Type of Property and Type of DAF
Sponsoring Organization, 2005
(dollar amounts in thousands of 2005 dollars)

Amount of Donations by Type of DAF Sponsoring Organization

Number of Commercial Other Other Community

Type of Property donations NDAF NDAF DAF Foundation All
Corporate stock 41,419 1,281,766 226,914 23,287 1,199,822 2,731,788
Mutual funds 4,884 164,965 8,076 165 46,207 219,413
Other securities 531 54,361 15,278 252 102,178 172,069
Real estate 218 1,724 4,841 0 103,358 109,924
Clothing and

household items 142 0 0 0 129 129
Other and unknown 1,657 6,710 178 1,176 10,700 18,764
All property 48,851 1,509,526 255,287 24,880 1,462,394 3,252,087

Notes: DAF sponsoring organizations and types of property donations are identified using taxpayer descriptions on Form
8283. The “other and unknown” category includes art and collectibles, air miles, investment partnership interests,
miscellaneous other items, and items for which no description was provided.

Source: IRS Statistics of Income, Form 8283 Study, 2005.

61



A total of about 49,000 deductions valued at $3.3 billion were identified as being made to these
types of organizations. Deductions for donations of corporate stock of $2.7 billion, mutual funds
of $219 million, and other securities of $172 million accounted for 96 percent of the total amount
of non-cash deductions. Real estate donations account for an additional $110 million, or 3.4
percent, almost all of which reflects donations to community foundations.

DAF Account Requirements at Commercial NDAFs

This section examines the characteristics of commercial NDAFs. The information in this section
is predominantly from the public websites of many of the major commercial NDAF sponsoring
organizations, supplemented by comments made to the Chronicle as part of its annual study.

In characterizing the nature of the activities of NDAFs, factors to consider include the initial
contribution required, the minimum account balance, the minimum value of additional
contributions, the minimum grant amounts, and account and investment fees. DAF sponsoring
organizations vary considerably in the ways they market their DAFs to potential philanthropists
and clients. To open a new DAF, commercial NDAFs generally required initial contributions
ranging from $5,000 to $25,000. In contrast, a small set of NDAFs has chosen to focus on the
most affluent potential donors. For example, in 2007 one organization reported “aggressively
pursuing donations from hedge fund managers and those who hold shares of corporate equity,”
while another also reported shifting some focus away from its traditional client base of small to
midsized donors toward those with more assets.’®

DAF sponsoring organizations compete for donors and donor contributions. For example, in
2006, one large sponsoring organization decreased its initial contribution requirement from
$10,000 to $5,000, specifically to expand access to less affluent donors.” The sponsoring
organization reported that, after decreasing the initial contribution threshold, more than 30
percent of the new accounts opened were funded with amounts between $5,000 and $10,000.%°

Other institutions have taken more creative approaches to participate in this growth area. One
investment bank that does not have an affiliated DAF sponsoring organization offers interested
customers the opportunity to establish a DAF at one of many listed community foundations.
Donated assets remain under the management of the investment bank’s affiliated charitable
organization but belong to the sponsoring community foundation.®* Another sponsoring
organization has established DAFs for local firms that enable employees of the participating
firms to contribute to a DAF through payroll deductions. At least one sponsoring organization
specializing in planned giving sponsors DAFs specifically to enable donors to contribute illiquid,
but valuable, property that the donor’s charity of choice would otherwise find difficult to accept.

"8 Noelle Barton & Peter Panepento, “A Surge in Assets: Donor-Advised Funds are Growing Exponentially,” The
Chronicle of Philanthropy, Vol. 19, May 3, 2007.

™ Several respondents to the request for public comments argued that DAFs “democratize” philanthropy because a
DAF account can be started with a much smaller amount than would be required to establish a private foundation.

8 Noelle Barton & Peter Panepento, “A Surge in Assets: Donor-Advised Funds are Growing Exponentially,” The
Chronicle of Philanthropy, Vol. 19, May 3, 2007.

8 See Debra Blum, “Companies Compete on Donor Funds,” The Chronicle of Philanthropy, Vol. 14, May 30, 2002.
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Long-term capital gains on donated appreciated stock and real property, including gains that are
built-in at the time of donation, are not taxed, which enhances the value to donors of the
charitable deduction of donated property, relative to other uses. The Chronicle reported that
many DAFs are opened with donations of stock. For example, one sponsoring organization
reported that donated stock accounted for about 70 percent of all contributions in 2005.% Of the
11 NDAF sponsoring organizations on the list of the largest 400 charities in 2006, 4 received at
least 50 percent of their contributions in non-cash donations.®® Five large community
foundations also received more than 50 percent of their contributions in non-cash gifts in the
same year.®

Information about minimal account balances and other characteristics was collected from the
websites of eight major commercial NDAFs. This set includes the largest commercial NDAFs
and most of the assets held by commercial NDAFs. Initial contribution requirements ranged
from $5,000 to $25,000. Once an account was opened, two commercial NDAFs required donors
to maintain minimum account balances of $2,500 and $5,000. Another commercial NDAF had
no minimum balance requirement but levied an additional account maintenance fee if the balance
fell below $15,000. The minimum additional contribution varied considerably across these
sponsoring organizations. Two had no minimum amount for additional contributions. Others
required minimum contributions ranging from $250 to $5,000, with three requiring contributions
of at least $500.

All eight commercial NDAFs imposed a minimum on the size of grants their donors could
recommend. The amounts ranged from $50 to $500, with $250 being the most common floor.
One sponsoring organization required (of itself) that the Aggregate DAF must give away five
percent of its assets each year, much like a private foundation, but it did not impose this
requirement on individual DAFs. Fees on small accounts at these 8 commercial NDAFs ranged
from 0.5 percent to 1 percent, though the definition of “small” varied from $100,000 to $1
million. Reported investment fees in addition to the account management fees varied from 0.25
percent to 2.75 percent.

Conclusions

This chapter has provided an overview of the revenue, expenses, and assets of DAF sponsoring
organizations and SOs based on currently available information. The primary source of
information was the Form 990s submitted for tax year 2006. This was the first year that IRS
asked for additional detail about SOs and DAFs and was most recent year of data available in
time for use in this report. As a result, the analysis is limited in scope. However, it provides the

8 |_eah Kerkman, Noelle Barton, & Candie Jones, “A Soaring Year,” The Chronicle of Philanthropy, Vol. 18, May
4, 2006.

% Noelle Barton & Elizabeth Schwinn, “Modest Gains in Giving: Donations to Large Charities rose 4.3% in 2006,”
The Chronicle of Philanthropy, Vol. 20, Nov. 1, 2007.

8 The Chronicle notes that this may be an undercount because of the way some charities calculate the value of gifts
of stock. Noelle Barton & Elizabeth Schwinn, “Modest Gains in Giving: Donations to Large Charities rose 4.3% in
2006,” The Chronicle of Philanthropy, Vol. 20, Nov. 1, 2007.
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best snapshot of the activities, behaviors, and finances of these organizations. The redesign of
Form 990 will lead to more extensive information available for analysis beginning for tax year
2008. The quality of the responses is expected to increase as filers become more familiar with
the legal and reporting requirements related to the PPA. As more years of data become
available, improved monitoring and analysis of trends within the charitable sector in general and
with respect to SOs, DAFs, and DAF sponsoring organizations in particular will be possible.
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Chapter 4: Public Comments on SOs and DAFs

In connection with this report, in Notice 2007-21, Treasury and the IRS solicited public
comments on the organization and operation of SOs and DAFs. The following questions were
asked:®

1. What are the advantages and disadvantages of donor advised funds and supporting
organizations to the charitable sector, donors, sponsoring organizations, and supported
organizations, compared to private foundations and other charitable giving arrangements?

2. How should the amount and availability of a charitable contribution deduction for a transfer
of assets to a donor advised fund or a supporting organization, and the tax-exempt status or
foundation classification of the donee, be determined if:

a.

the transferred assets are paid to, or used for the benefit of, the donor or persons related to
the donor (including, for example, salaries and other compensation arrangements, loans,
or any other personal benefits or rights)?

the donor has investment control over the transferred assets?

there is an expectation that the donor’s “advice” will be followed, or will be the sole or
primary consideration, in determining distributions from, or investment of the assets in,
the supporting organization or the donor advised fund?

the donor or the donee has option rights (e.g., puts, calls, or rights of first refusal) with
respect to the transferred assets?

the transferred assets are appreciated real, personal, or intangible property that is not
readily convertible to cash?

3. What are the effects or the expected effects of the PPA provisions (including the § 4958
excess benefit transaction tax amendments applicable to donor advised funds and supporting
organizations) on the practices and behavior of donors, donor advised funds, sponsoring
organizations, supporting organizations and supported organizations?

4.
a.
b.
C.
d.
5.

What would be appropriate payout requirements, and why, for:

donor advised funds?

funds that are excepted from donor advised fund treatment by statute or by the authority
of the Secretary, but for which the donor retains meaningful rights with respect to the
investment or use of the transferred amounts?

supporting organizations?
any other types of charities?

What are the advantages and disadvantages of perpetual existence of donor advised funds or

supporting organizations?

8 Notice 2007-21, released on February 6, 2007, contains the questions. The text of Notice 2007-21 is found on
page 611 of Internal Revenue Bulletin 2007-09 at http://www.irs.gov/pub/irs-irbs/irb07-09.pdf (last accessed
December 1, 2011) and also in Appendix E .
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6. What other types of charitable giving arrangements give rise to any of the above issues?

Fifty-five responses to Notice 2007-21 were received from a variety of sources: NDAFs,
community foundations, SOs, professional and advocacy groups, and individuals. The
breakdown of the respondents is provided in Table 4.1 below.

Table 4.1: Public Comments to Notice 2007-21, by Type of Respondent

Respondent Type Number of Responses
National Association 10
Community Foundation 11
Private Individual 10
NDAF 5
SO 6
Private Foundation 6
Law Firm 6
Accounting Firm 1
Total 55

This chapter provides an overview of the comments received. Most respondents generally
agreed that SOs and DAFs play a useful role in the charitable sector. However, opinions
diverged on specific questions. The descriptions below merely report the responses. No effort
was made to confirm or deny the accuracy of the statements or claims made by the respondents.

General Comments about SOs

Compared to the high level of respondent interest in DAFs, relatively few respondents to Notice
2007-21 addressed issues related to SOs. Many who did respond to the Notice furnished
comments applicable both to DAFs and SOs. However, numerous comments were received in
response to the ANPRM and the Proposed SO Regulations addressing issues related to SOs. To
the extent that those comments were also responsive to Notice 2007-21, they are discussed in this
report.

Respondents generally praised the relative benefits of SOs to the supported organizations
compared to the benefits that charities derive from DAFs and private foundations. Unlike a
private foundation or a DAF, an SO is expressly established for the support of one or more
supported organizations, although the formal relationship between the SO and its supported
organization can take a variety of forms. One respondent described the difference as follows:
DAFs are donor-focused, while SOs are, by definition, focused on the interests of their supported
organizations. Respondents pointed to the “unique connection” between the SO and its
supported organizations and argued this makes the SO “closer” to its supported organizations—
and thereby more committed to the supported organizations’ purposes and goals—than a private
foundation would be. Another respondent noted that the representation of the supported
organization on the SO’s board of directors brings a sense of immediacy to the needs of the
supported organization and that this encourages distributions.
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In addition, public charities use SOs for a variety of reasons, including liability protection, the
provision of specialized expertise, management flexibility, and economies of scale over a
discrete aspect of the charity’s (or the charitable system’s) operations. Some respondents said
some SOs operate as endowment funds that work with the supported organizations to fund
recurring or special needs that may not be amenable to normal fundraising.®® Another
respondent described how, in the case of Type Il SOs, the independent management of the SO
allows the SO to choose effectively among competing priorities at the supported charity, which
the charity may not have the objectivity to do on its own.

General Comments about DAFs

There is a consensus among the respondents that DAFs have been a helpful development for
donors in the charitable sector. They point to the recent growth in the number of DAFs and
value of the assets held in those DAFs as evidence that DAFs facilitate meeting donors’
philanthropic objectives. Many respondents argued that the appealing features of DAFs have led
to an increase in total charitable giving, though they provided no data in support of this claim.

DAFs provide some benefits relative to private foundations because the latter can be costly to
establish and maintain. Several NDAFs and community foundations stressed the role that
economies of scale play in keeping the administrative costs of DAFs low relative to private
foundations; the sponsoring organizations are able to spread large fixed costs across a large
number of DAFs. An NDAF cited, for example, simplified and centralized recordkeeping and
reporting.

Along these lines, an umbrella organization that supports grant-makers in various aspects of
foundation management argued that DAFs offer efficiencies that cannot be matched by private
foundations and that professional investment managers or consultants may be too costly for
private foundations to utilize. This sentiment was echoed by another respondent, who said DAFs
are accessible to donors who could not otherwise afford the kind of philanthropic advice the
sponsoring organizations provide. This has “democratized philanthropy,” according to several
NDAFs, community foundations, and advocacy groups; DAFs have expanded the opportunity to
participate in philanthropy—private initiatives for public good—to segments of society farther
down the wealth distribution.®’

These economies of scale also improve tax administration, according to an NDAF. In contrast to
private foundations, all reporting for DAFs is the responsibility of the sponsoring organizations,
which under current law are not required to report details about the operations of individual
DAFs. Some respondents argued the consolidated reporting means there are fewer organizations
for the IRS to monitor and fewer forms to process.

Other respondents viewed the consolidated reporting less favorably. One claimed that under
current law, DAFs are “virtually invisible to tax authorities and nonprofit regulators” and
expressed concern that the PPA had done nothing to alleviate this “problem.” Another

8 Asbestos removal from one charity’s facilities was cited as an illustration of this function.
¥ The initial minimum balance for DAFs varies between $5,000 and $25,000 at commercial NDAFs.
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respondent described DAFs as “a world of hidden philanthropy that merits significantly updated
disclosure” and stressed that “without individual level reporting, there will be no adequate way
for the IRS to determine” if a charitable purpose is being pursued and if the DAFs’ managers are
complying with the law. As evidence, the respondent stated the IRS does not even know how
many accounts there are.®® A recent report by the Government Accountability Office (GAO)
reiterated this perspective and recommended more detailed data collection.

Donor Advice and Control

Comments from community foundations stressed how their staffs work with donors to match
philanthropic desires with community needs. They argued that their staffs of professional grant-
makers have intimate knowledge of community needs, knowledge that is unavailable to most
small foundations and NDAFs. One community foundation argued that the movement of assets
toward NDAFs might be a movement away from “foundations that are truly focused on
philanthropy within their narrow regions of interest.” Another stated that the NDAF’s purpose is
“to continue to control assets” and pointed to an inherent tension between the incentives of
NDAF financial advisors and charitable purposes.

A set of donors praised the research and vetting expertise of their sponsoring organization’s staff.
In contrast, one charity complained that charities often have difficulty gaining access to
community foundation resources because DAF donors, who are often not disclosed publicly, are
insulated from community needs by community foundation managers. Further, it is argued that
small charities are even more insulated from donors who use commercial NDAFs because of the
perceived lack of commitment of the NDAF to any local community.

The degree of donor involvement in grant-making was a prominent topic in the public
comments. Both NDAF and community foundation respondents uniformly praised the advisory
role donors have in the grant-making process. They argued this increases donor interest and
engagement, which they further claim motivates donors to increase their charitable giving. A
consortium of community foundations said that the more a donor is engaged, the more thoughtful
is the grant-making. A president of a private foundation declared that donor advice is “what
makes [DAFs] work.”

A group of donors to a community foundation wrote that the advisory role DAFs afford them
facilitates family philanthropy and the involvement of the donors’ children in grant-making
suggestions. Others suggested that a fund in a family’s name or a fund in memoriam for a family
member could be sufficient stimulus to encourage donations by other family members.

8 The new reporting requirements mandated by the PPA require sponsoring organizations to report on Form 990 the
total number of DAFs owned at the end of the tax year, the aggregate value of assets held in DAFs at the end of the
tax year, and the aggregate contributions to and grants made from DAFs during the tax year. See section 6033(k) of
the Code.

8 «“Tax-Exempt Organizations: Collecting More Data on Donor-Advised Funds and Supporting Organizations
Could Help Address Compliance Challenges,” GAO, GAO-06-799, July 2006. The 2006 Form 990 incorporates
some of the changes recommended in the GAO report.
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The expectation that a donor’s advice will be followed was an issue of particular interest to
respondents writing about DAFs. Sponsoring organizations noted that while it is generally true
that they approve most donor recommendations, approval is not automatic. In general,
sponsoring organizations mentioned that they have specific guidelines applicable to grants from
DAFs, and they ensure those guidelines are followed. For example, an NDAF stated that every
grant recommendation is reviewed to ensure the proposed recipient is a section 501(c)(3)
organization and that the grant is a qualified grant. It also noted that its grant recommendation
form and its letter to grant recipients make it clear that it does not allow grants that fulfill pre-
existing pledges or personal obligations, pay for political or lobbying activities, or confer
tangible benefits to the donor-advisor. A community foundation wrote that its donors sign
agreements stating that the donors have non-binding rights to recommend grants and that the
community foundation can reject any suggestion it believes is inappropriate for any reason. As a
result, they feel the donor has no expectation the advice will be blindly followed in all
circumstances.

No respondent reported ongoing disagreements with donors over the appropriateness of potential
grants, and all respondents said that, in general, donor advice was followed. However, one
respondent was critical of the relationship between the donor and the sponsoring organization of
the DAF. The respondent expressed concern that many such arrangements “appear to give DAF
donors de facto control over investment and distribution decisions.”

Donor retention of investment control over donated assets was a point of concern among NDAF
respondents. Some noted that if a donor retains actual control over investment of the donated
assets, the gift may not be complete and, therefore, a denial of a charitable deduction would be
appropriate. Most agreed that a donor should not have investment control but suggested it
should be permissible for a donor to make recommendations concerning how assets should be
invested, provided the sponsoring organization retained actual control. Others noted that many
donors have experience in investment management and that it should be appropriate to allow that
expertise to be used.

Some NDAF sponsoring organizations stated that they allow donors to recommend investment
advisors under certain conditions. For example, one NDAF sponsoring organization allows
donors of more than $250,000 to recommend an investment advisor who, if utilized, determines
the investment allocation (including investments in individual stocks). The allocation, however,
must be in compliance with the sponsoring organization’s investment guidelines. This
compliance requirement was mentioned by other NDAFs as well. In general, the respondents
supported the ability of a donor to choose from a limited number of investment options offered
by the sponsoring organization.

Charitable Contribution Deduction

Issues related to donor control surfaced throughout comments related to charitable contribution
deductions. The views of the respondents varied on whether it is appropriate to allow a
deduction when the donor retains significant rights with respect to the donated property, such as
a call right or a right of first refusal upon resale. Many DAF sponsoring organizations said they
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do not accept property subject to such conditions, and several called into question whether the
gift could be considered complete if such rights encumbered the property.

Other respondents saw the difficulty with gifts subject to such rights as merely one of
determining the appropriate value of the property and, therefore, the amount of the deduction that
may be claimed. They reasoned that an option changes the value of the asset the donor is giving
up and thus should affect the amount of the deduction. If a donor has a call right that, if
exercised, obligates the charity to resell the asset to the donor, the value of the gift is reduced.
The general view of this group of respondents is that the deduction, even at a lower value, should
remain available, provided that the charity retains control of the property that is subject to the
conditions. Conversely, if a charity has a put right that, if exercised, obligates the donor to
repurchase the asset from the charity, the value of the gift should be increased, according to one
respondent.

Most respondents were opposed to changing the deduction rules for contributions of real,
personal, or intangible property that is not readily convertible to cash. Some did not see this as a
problematic area if the current appraisal standards are enforced. Others argued that any further
restrictions should be applied to all charities, not exclusively to DAF sponsoring organizations
and SOs. A prevalent theme throughout the comments was that much of the country’s wealth is
in non-cash property. It is the only type of asset that is available to some donors who wish to
donate substantial amounts to charity, and it is more important to have the value of these assets
ultimately available for charity than to be concerned with the possible delay of liquidation.

Many charities that provided comments stated that they do not accept illiquid property, while
others accept such assets only when they are confident they can liquidate the property quickly.
Some charities have guidelines governing when to accept or reject gifts of illiquid property, with
consideration given to value, likelihood of appreciation, marketability, carrying costs, liability
issues, whether the property produces income, and whether there are unrelated business income
tax consequences from holding the property. Charities that accept illiquid property often attempt
to liquidate the assets as quickly as possible, but many delay a sale in order to obtain a higher
price. One charity argued that, in some cases, maintaining the illiquid asset as part of the
charity’s endowment may be the most beneficial option for the charity. Some community
foundations stressed their expertise in liquidating property on behalf of their donors.

Finally, a number of respondents addressed issues related to assets being paid to or used for the
benefit of donors or related parties. Most NDAF respondents claimed that their rules do not
permit the use of assets by or for the benefit of the donor. Further, they believe that the new
rules in sections 4958 and 4967 of the Code added by the PPA address potential abuses in this
area and that no further statutory changes are needed.

With respect to both DAFs and SOs, a minority of respondents favored loss of or a reduction in

the donor’s contribution deduction if the assets are used by the donor subsequent to the making

of the gift. One respondent questioned whether a loan back to a donor by either a DAF

sponsoring organization or an SO should be treated as an incomplete gift that would cause the

loss of a deduction for the loaned amount; if so, the respondent argued that the IRS has sufficient

authority under current law to deny the deduction. Another respondent stated that there should
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be no conditions on gifts and that any use by the donor may suggest that no contribution has
actually been made.

Distribution Requirements

Currently, private non-operating foundations are subject to a minimum payout requirement of
five percent of the value of their non-charitable use assets; administrative expenses count toward
the payout requirement. Unless certain asset tests are met, private operating foundations
generally must spend between 3 1/3 percent and 4.25 percent of the value of their non-charitable
use assets annually on the active conduct of their charitable programs and medical research
organizations generally must expend 3.5 percent of the value of their endowments on the active
conduct of medical research. Certain Type 111 SOs are required to expend 85 percent of their net
income annually to benefit or support their supported organizations. Notice 2007-21 requested
comments on the merits of imposing an annual payout requirement on DAFs and SOs, revising
the payout requirement for certain SOs, and potentially expanding the annual payout requirement
to other SOs. Most respondents confined their remarks to DAFs and SOs, although some
responses were expressly broadened to include private foundations and funds that are not, by
definition, DAFs. In general, the respondents did not suggest a different treatment for those
entities than for DAFs and SOs.

Some respondents that favored extending the payout requirement imposed on private non-
operating foundations to DAFs and SOs argued that the similarity of purpose among the three
types of funds and organizations merited similar treatment. In general, supporters of a payout
requirement were concerned that funds could build up in DAFs and SOs in perpetuity, without
actually resulting in charitable works. They argued that DAFs make it easy for donors to
accumulate assets without the restrictions and oversight the law places on private foundations.
With respect to SOs, some respondents claimed that some SOs are unwilling to act without
express instructions from the donors, thus limiting disbursements.

A few respondents questioned whether the documented increase in the assets held by DAFs and
SOs meant a decrease in the funds that are spent on actual charitable programs, though evidence
was not provided. Additional reporting requirements on Form 990—disclosure of the total
amounts of contributions to and grants from DAFs—should help in evaluating this claim. To
this end, one sponsoring organization recommended that no payout requirement should be
considered until several years of these data are available for analysis.

Among the proponents of a payout requirement, there was a range of opinion about how the
requirement should be specified. Suggested payout rates were in the two to ten percent range.
Opinions varied on whether administrative expenses should be included or excluded when
determining this rate. There was further divergence when it came to accommodating the use of a
DAF to save for a large grant.

Some respondents opposed to payout requirements appealed to individual rights. They argued
that donors and the entities they support should choose the appropriate payout level. Further,
they maintained that no payout should be required of any type of charitable entity or fund,
including private foundations.
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Opposition to payout requirements also came from those arguing that endowments play an
important function in promoting the charitable efforts of community foundations and supported
charities. These respondents stressed that DAFs and SOs are important tools for building and
maintaining endowments. They described how endowments are a source of grants for large
projects like endowed chairs, capital investments, and other projects requiring multi-year
commitments. They argued that endowments provide stability and consistency in funding that
helps these types of charities and projects succeed and that annual payout requirements would
make endowment-building and maintenance more difficult.

Along the same vein, some respondents claimed that by separating the donation to the DAF from
the ultimate grant-making, DAFs benefit charities by “smoothing” their charitable distributions
over the business cycle and by offsetting the tendency of donors to give less when economic
conditions are unfavorable. As evidence, the respondents stressed that, even though
contributions to DAFs decreased during a recent economic down-turn, distributions to charities
from the DAFs did not decrease.®® Advocates of DAFs argued that operating charities benefit
from the existence of DAFs because this giving and grant behavior of donor-advisors ensures
that grant funds are available when they are most needed.*

Payout Requirement for All SOs

Some respondents favored imposing a payout requirement similar to that of private foundations
on all SOs or on all charitable organizations. Some advocating a payout requirement for all SOs
recommended payout rates lower than five percent, including rates as low as two percent. Others
recommended that the payout rate for all SOs be set above the five percent private foundation
payout rate and that administrative expenses not be permitted to count toward the SO payout
requirement. (One such respondent recommended abolishing Type I11 SOs altogether.) Several
respondents favored extending the five percent payout requirement applicable to private
foundations to all charitable entities, while an additional respondent recommended that a ten
percent payout rate be applied to all charities in order to force them to do more to accomplish
their exempt purposes and to prevent non-operating charities from having a perpetual existence.

Respondents who opposed extending an annual payout requirement to all SOs offered a variety
of reasons. Some stated that the governing bodies of the SOs, not the government, are in the best
position to assess spending. Others claimed that a payout requirement on all SOs would inhibit
the flexibility of SOs. SOs serve a wide range of beneficial purposes, they argued, many of
which are not suited to a payout requirement. Still others maintained that a payout requirement
would discourage non-cash gifts or force rapid “fire sales” of non-cash assets at severely reduced
prices. Finally, respondents suggested that imposing an annual payout requirement could
jeopardize the continued existence of SOs and could actually reduce the amount of distributions
available for charitable purposes over time. These arguments can be summarized by saying that,

% Once several years of data are available from the redesigned Form 990, analysis of how contributions to and
grants from DAFs move with the business cycle can be conducted to evaluate these claims.

° Few operating charities responded to the Notice’s request for comments, and none that furnished comments
discussed this pattern of behavior.
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in an effort to meet the payout requirement, SOs would be forced to make decisions and take
actions that may not be in the best interest of their supported organization(s).

Payout Requirement for Non-functionally Integrated Type 11 SOs

Many respondents favoring a specific payout rate for SOs confined their discussion to non-
functionally integrated Type I11 SOs. The comments summarized in this subsection apply
specifically to such organizations.

Critics noted that, under the current income-based payout requirement, it is possible for donors to
hold funds indefinitely in an SO and thereby avoid ever using the funds for a charitable purpose.
Some respondents favored a five percent payout rate based on the value of non-charitable use
assets, while allowing administrative expenses to be included in the calculation. This is
equivalent to the requirement for private non-operating foundations. One respondent argued for
exceptions for unique circumstances, such as a buildup of funds to support a specific project, or
sufficient time to dispose of illiquid assets to avoid fire sales. Another respondent urged that the
rate not exceed five percent, as this would encourage excessive risk-taking in the SO’s
investment portfolio.

Several respondents expressed doubt that a five percent payout rate was low enough to assure
asset growth and existence of the SO in perpetuity; they recommended lower payout rates.* In
addition to jeopardizing the SO’s existence, some of these respondents noted that imposing a five
percent payout rate could actually result in a lower distribution of assets for charitable purposes
over time. Of the respondents who expressed concern about a five percent payout rate, some
proposed alternative payout rates (most commonly, the alternatives proposed were between three
and one-third and four percent, noting that such a payout rate would be consistent with the
payout rates imposed on other types of charitable organizations, such as private operating
foundations and medical research organizations). Some cited the need to factor in an inflation
rate of up to three percent on top of investment earnings. Another respondent suggested a
requirement similar to that of a private operating foundation. Several respondents suggested that
the payout rate be based on a multi-year moving average of asset values in order to reduce the
effects of market volatility.

Three particular recommendations reflected the hope shared by many respondents that the
current rates of spending would not be seriously altered by new rules or regulations. For
example, one organization that currently pays out 100 percent of its income responded that it
does not want to see a payout rate that exceeds this rate of giving. Another organization argued
against a payout rate exceeding two percent because that would lead to a fire sale liquidation of
its large non-cash assets.

Payout Requirement for DAFs

Most of the comments applying specifically to DAFs were submitted by community foundations
and NDAFs, and nearly all discussed why an annual payout requirement was unnecessary. They
stressed that current Aggregate DAF payout rates well exceed the historic rate of grant-making

% One respondent in this group suggested the payout rate could be applied to all types of SOs, not just Type 111 SOs.
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by private foundations. According to these respondents, annual distribution rates are near 20
percent for NDAFs and are somewhat less for community foundations. Annual distribution rates
for private foundations hover above the five percent minimum requirement.

One NDAF reported that many of its donor-advisors choose distribution rates that will lead to a
decrease in assets over time. The NDAFs described the restrictions they have in place to ensure
that the behavior of their donor-advisors is consistent with charitable intent. For example, one
reported reserving the right to transfer DAF assets to a general fund if too many grant requests
are denied, and most reported having procedures to “force” grants when none has been made
over a certain period of time. They also wrote that virtually all of their donor-advisors behave
well and that they rarely need to take actions to ensure their policies are met. Consequently,
most responding DAF sponsoring organizations and all NDAFs were against imposing a payout
requirement, even though a subset of individual DAFs may distribute less than the five percent of
assets required of a private foundation.

Most respondents, even those opposed to a mandatory payout requirement, felt that a five percent
payout rate could be accepted if it were applied to the aggregate DAF holdings of the sponsoring
organization and not to the individual DAFs. The NDAFs argued that monitoring of the
individual accounts would be inefficient and expensive, which would ultimately decrease the
funds available for grants. A number of respondents argued that a mandatory payout could be
counter-productive and even reduce overall giving. This would occur if donors and advisors
viewed the minimum required level as the appropriate giving norm. As evidence, they pointed to
the clustering of foundation distribution rates near five percent and argued that this occurs
because private foundations view the minimum as both a floor and a ceiling.

Some respondents did favor the imposition of payout rates on individual DAFs. In general, they
felt that similar treatment to private foundations was appropriate because donors use DAFs and
private foundations for similar purposes. These respondents were concerned about the
accumulation of assets for undefined charitable purposes and thought required payouts could
mitigate such accumulations. These comments applied to DAFs, SOs, and private foundations.

Distribution Requirements and Perpetual Existence

The arguments over whether DAFs, SOs, and private non-operating foundations should have a
payout requirement also touch on issues related to family legacies and the perpetual existence of
such funds and arrangements. In general, those favoring perpetual existence of DAFs and SOs
support requirements of less than five percent or no payout requirements and believe that the
opportunity to create and manage endowments is one of the strengths of DAFs and SOs (as well
as private foundations). Many respondents argued that perpetual existence of DAFs allows
donors to create a permanent income stream for their favorite charities. Further, because the
DAFs can exist indefinitely, successive generations can support emerging needs within the
community without the expense of creating a new giving vehicle in each generation. With
respect to SOs, most respondents stressed the importance of a permanent and reliable funding
source for charities that an endowment provides. They argued that because the supported
charities exist perpetually, the need to support them will also exist for an indefinite period.
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One foundation questioned the argument that building endowments now was necessary to protect
future giving. The respondent argued that in a market economy, new wealth would always be
created to take the place of charities and foundations that dissolve. Consequently, greater
distributions for direct charitable support now will not necessarily be detrimental to the sector in
the long term. This foundation suggested creating incentives for accelerated payouts. Another
respondent asked, “If the need is now, why wait?”

In contrast, some respondents viewed the buildup of endowments and perpetual existence as
detrimental to charitable purposes. One claimed that perpetual existence for DAFs, SOs, and
other arrangements was “a mistake” because it leads to an emphasis on “accretion rather than
distribution of assets.” Others argued that organizations eventually lose sight of their original
goals and become more focused on internal finances than on mission.

Those who favor limiting the lifespan of these funds or arrangements argued mandatory payouts
were a way to limit endowment-building and, hence, the lifespan of charities and donor control.
This group of respondents worried about drift from the original charitable mission of the fund or
arrangement over time and the neglect of current community needs. Others argued that the
decision on how long a fund or arrangement should exist is best determined by the particular
arrangement or individual involved; these respondents pointed to the individual rights of donors
and their successors.

Many community foundations described policies and structures that limit the advisory role of
their donor-advisors and their descendents to two generations. Thereafter, the assets become part
of a general fund.

Expected Effects of the PPA

The PPA enacted changes to the rules governing DAFs and SOs. In general, the new rules were
aimed at improving accountability and curtailing abuse. For example, certain types of
transactions that had been permitted are now prohibited.

Notice 2007-21 solicited comments on the effects that the new rules would have on practices and
behaviors in the charitable sector. The most common criticism was a lack of clarity in the new
rules that the respondents hoped would be resolved by regulations. Clear rules are necessary so
that DAF sponsoring organizations and SOs can stay compliant with the law with minimal
additional burden. One respondent stated that the PPA left a “cloud of suspicion” hanging over
DAFs and SOs and warned that the PPA could have long-term effects on charitable giving.

Effects on SOs

Some respondents welcomed the changes in the PPA because of the oversight the new rules will
bring to the sector, particularly for non-functionally integrated Type 111 SOs. A number of
respondents differentiated these entities in their comments from other types of SOs. One
respondent, who thought that non-functionally integrated Type 111 SOs should be abolished,
wrote that because the relationship between the supported organization and the SO is the
“flimsiest,” the “likelihood of abuse [is] the greatest.” A private foundation also pointed to
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abuse prior to the passage of the PPA and thought that with adequate enforcement of the new
rules, abusive practices would diminish.

Like DAF sponsoring organizations, some SOs expressed frustration with the new sanction on
compensation to donors and related persons and the inability of SOs to reimburse donor
expenses. One respondent stated that many employment relationships had been terminated as a
result of the changes brought about by the PPA.

Some comments referred to the uncertainty caused by the lack of a definition of a functionally
integrated Type 111 SO in the PPA and expressed the need for guidance.*® Several respondents
identified particular concerns that they believe should be addressed in the guidance defining
functionally integrated Type 111 SOs.

Finally, as with DAFs, some respondents stressed that the PPA has reduced the attractiveness of
SO status, particularly Type I11 SO status. According to several respondents, some SOs are
converting or are considering converting to private foundation status. Further, they argue, some
new organizations are structuring themselves as private foundations instead of SOs.

Effects on DAFs

A small number of respondents wrote positively about the changes in the PPA. They believe that
the changes will bring much needed clarity to DAF management and improve the ability of the
IRS to monitor the funds. They also encouraged further clarification through regulation.

Many community foundations and advocacy groups stated the new PPA rules would create
significant administrative costs. They warned that the additional resources used to ensure
compliance would have a “chilling effect” on grant-making and create confusion concerning
DAFs that would discourage their use. In contrast, the NDAFs reported that the PPA changes
were likely to have minimal effects on their operations because their policies and procedures
already prevent most of the newly prohibited transactions.

A set of DAF sponsoring organizations stressed that there would be increased administrative
costs incurred from determining which organizations are non-functionally integrated Type 111
SOs and from determining which individuals control the supported organizations of Type I and Il
S0s.** One respondent went so far as to say that one SO was researching whether staff
indemnification is appropriate in light of exposure to the excise taxes under new section 4966 of
the Code.

Some respondents objected to the PPA changes because they had been using the assets in their
DAFs in ways that are no longer permitted post PPA enactment, e.g., using DAF funds to pay
wages to charity workers, pay for fundraising activities, or pay for supplies for charities. The

% The provisions of the PPA place new restrictions on grants by DAFs and private foundations to non-functionally
integrated Type 111 SOs.

* This information is necessary to determine whether a grant from a DAF to the organization may be a taxable
distribution.
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donor-advisor of one small DAF questioned how the DAF could continue to operate in a manner
consistent with the purpose for which the fund was originally created in light of the PPA-enacted
changes to section 4958 of the Code. An advocacy group and a group of DAF donor-advisors
stressed that establishing a small public charity or private foundation instead of establishing a
DAF would be cost-prohibitive for some individuals with small funds or modest programming
goals. They argued that the net result of the PPA would be the loss to the public of beneficial
programs.

Along these lines, many respondents were critical of a rule having the effect that DAF assets
could no longer be used to pay for fundraising expenses, reimburse staff, fulfill existing pledges,
or pay for the charitable portion of a bifurcated gift.”® Those taking this position stressed that
bifurcated gifts lead to new giving and thus benefited both the donor and charity and should
therefore be permitted.

Finally, some respondents observed that the new PPA rules are leading to a reassessment by
some donors as to which charitable vehicle they should choose. Specifically, some donors who
might have opened a DAF are now choosing to operate a small, public charity instead.

Proposals from Respondents

The respondents to the request for public comments sometimes made policy proposals or
recommendations for further study. Some of these include:

e Payout requirements for NDAFs. Regulate NDAFs instead of, or to a greater degree than,
community foundations that sponsor DAFs.

One respondent advocated a larger payout requirement for NDAFs to counter the structural
incentive to keep assets under the management of their related financial institutions.

An advocacy group that is critical of DAFs in general (and which favors treating nearly all
DAFs like private foundations) encouraged the IRS to take a separate look at the “traditional
DAF sponsors” and potentially exempt some of them from a more restrictive regulatory
regime.

e Charitable contribution deduction. Reduce the donor’s deduction for charitable
contributions in particular circumstances.

A state bar association proposed making the deductibility rules now applicable to gifts to
private foundations applicable as well to DAFs and non-functionally integrated Type 111 SOs
in order to be consistent with tax policy that favors putting assets to immediate charitable
use.

A contrasting view from a different respondent held that the deductibility rules are
appropriate provided that the charitable assets were not hoarded indefinitely.

e Donor control of assets. Establish objective tests for control of assets.

% An example of a bifurcated gift is a fundraising dinner. Suppose the price to attend is $100 and the cost of the
meal is $25. A charitable contribution deduction of only $75 is allowed because the attendee received a benefit of
$25 (the meal).

77



A state bar association recommended minimum distribution requirements, prohibitions on
retention of options or other rights, limits on management fees, a limited duration for
advisory rights, and a limit on the lifetime of the DAF.

One respondent suggested the possibility of delaying the donor’s deduction in the case where
the donor has a right of first refusal to repurchase the property upon resale. The deduction
would be available at the time the property is repurchased or the right of first refusal lapses.

e Transfer of appreciated assets or illiquid property.

One respondent suggested a possible formula requiring a percentage payout after a
reasonable period of time to ensure the asset is sold. The formula would take into account
factors such as asset type and marketability.

Another respondent proposed establishing best practices for sponsoring organizations that
receive illiquid property. These would include a requirement that the donor provide an
appraisal of the property. The appraisal would have to state that there is a market for the
property and that it can be sold in a timely way. All encumbrances would also have to be
disclosed or discharged except in usual cases, and carrying costs would have to be disclosed.
The charity would be responsible for disposing of non-income producing properties within a
reasonable period.

Overall, the public comments included a wide range of opinions on issues faced by DAFs and
their sponsoring organizations as well as SOs and their supported organizations. They provided
details of behaviors that donors and these entities engage in and how the PPA is likely to affect
them. The comments inform Treasury’s answers to the questions Congress posed, answers
which are contained in the next chapter.
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Chapter 5: Answering Congressional Questions

The broad issues of the relationships among charities and their donors, charitable contribution
deductions, distribution requirements, and completed gifts, have been raised with respect to SOs
and DAFs in recent years. These issues are important because an increasing amount of
charitable dollars flow through SOs and DAFs. Data from Form 990 returns indicate that in
2006, SOs received $94.1 billion in revenue, had total expenses of $72.5 billion—including
$11.5 billion in grants, $4.0 billion in payments to affiliates, and $46.9 billion in program
expenses—and a net worth of $226.7 billion at the end of 2006. In addition, in 20086,
organizations that sponsored DAFs received $59.5 billion in revenue, including $9.0 billion in
contributions to DAFs. These sponsoring organizations had total expenses of $37.7 billion—
including $5.7 billion in grants paid from DAF assets, $6.8 billion in other grants paid, and $20.7
billion in program expenses—and a net worth of $211.3 billion. At the end of 2006, the 2,398
organizations that sponsored DAFs reported having 160,000 individual DAFs with a total value
of $31.1 billion.

DAFs, SOs, and small, private foundations may be considered alternative ways to structure
giving by a donor interested solely in making grants to other charities. The permitted level of
donor influence or control over the donated assets differs across the three types of entities.
Contributions to a DAF, an SO, or a private foundation become the property of the respective
entity and thus may qualify for charitable contribution deductions. In the case of a DAF, the
donor has an advisory role in how the assets are invested and/or distributed, but the ultimate
decision about how those assets are invested and distributed rests with the sponsoring
organization, which generally is not controlled by the donor. In the case of an SO, the donor
may have influence over the SO as a director, officer, or trustee of the SO, but the donor may not
control the SO or its assets. In contrast, if a donor contributes assets to a private foundation
(which may have been established by the donor), the donor may retain some influence over the
use of the assets because the donor may have control of the private foundation.

Because of concerns that donors to some SOs and DAFs may be exercising undue influence over
the donee organizations or the contributed assets, the PPA enacted several provisions specifically
aimed at SOs and DAF sponsoring organizations. The PPA enacted additional disclosure and
reporting requirements for both SOs and DAF sponsoring organizations, which increase the
transparency of these organizations and enable more oversight by state and federal regulators,
supported organizations, and the public. The PPA also enacted a set of excise taxes designed to
ensure that the distributions from a DAF further a charitable purpose and do not result in
inappropriate benefits to donors or their advisors. The excise taxes are levied on the sponsoring
organization or approving managers. The PPA further enacted excise taxes on certain payments
from a DAF or an SO to a donor (or a related person). The PPA also required a DAF donor to
obtain a contemporaneous written acknowledgment from the sponsoring organization that the
organization has exclusive legal control over the contributed assets. Finally, the PPA tightened
the rules applicable to Type Il SOs, which are not controlled by their supported organizations,
and imposed the private foundation excess business holdings rules on DAFs and certain SOs.

Congress requested that Treasury consider four questions related to DAFs and SOs. Each is
addressed in turn below.
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Charitable Contribution Deduction

As noted above, SOs and DAFs may be used by donors as alternatives for small, private
foundations if donors are willing to trade control of the organization for more generous
charitable contribution deduction rules. Because of the public charity status of DAF sponsoring
organizations and SOs, donors may be able to claim larger charitable contribution deductions,
especially for gifts of appreciated property, and may deduct a greater portion of their income
than if they donated to private foundations. Congress asked if the contribution deduction rules
for SOs and DAFs are appropriate, giving consideration to the type, extent, and timing of the use
of the donated assets. Congress also asked if these rules are appropriate, giving consideration to
the use of the assets of DAFs and SOs for the benefit of the person making the charitable
contribution or a related person. These two questions are addressed in turn below.

Although donors may prefer making gifts of appreciated property to SOs and DAFs, rather than
to private foundations, in order to take a larger charitable contribution deduction, they may do so
only if they are willing not only to part with control of the asset, but also to give the assets to
organizations they generally do not control. As discussed above, private foundation donors often
control the governing board of the foundation and thus may retain some indirect control of assets
contributed to the foundation. This is not the case for DAFs and SOs. Donations to a DAF or an
SO are owned by the sponsoring organization of the DAF or by the SO, which, like other public
charities, is generally accountable to the public (either directly or, in the case of SOs, indirectly
through their relationships with their supported organizations). Donors are expressly prohibited
from controlling SOs and typically do not control DAF sponsoring organizations. Further, the
PPA enacted reforms designed to mitigate undue donor influence on SOs and DAF sponsoring
organizations. Because donors to DAFs and SOs are like donors to other public charities, giving
up both control of the contributed assets and the ability to control the donee organization, the
deduction rules seem appropriate.

To address perceived abuses involving non-cash contributions, the PPA enacted provisions with
the purpose of strengthening the rules relating to gifts of property. These provisions apply
equally to DAF sponsoring organizations and SOs as they do to other public charities.” Thus,
the charitable deduction rules for gifts to DAFs and SOs, which are the same as the rules for gifts
to other public charities, appear to be appropriate.

With respect to the timing of the use of charitable contributions, assets may be used to build or
maintain an endowment, which generates a lag—sometimes years—between when the assets are
donated—and a charitable contribution may be claimed—and when they are used to provide
direct charitable services. Congress is interested in whether it is appropriate to allow a deduction
today for contributions which will be used to meet charitable needs in the future. Although
endowments can serve a positive role in the provision of charitable services,” preservation of an

% See, for example, section 1215 of the PPA (relating to the recapture of the tax benefit for charitable contributions
of exempt use property not used for an exempt use) and section 1217 of the PPA (extending the time for charities to
report dispositions of contributed property from two to three years).

°" For example, endowments provide liquidity available for emergency projects, just like cash and liquid investments
serve for for-profit organizations. Additionally, endowments allow for the smoothing of charitable expenditures
over the business cycle. Finally, endowments can be used to provide for things that are not conducive to normal
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endowment as a goal can lead the charity to drift over time from its charitable purpose or the
donor’s original intent. However, most issues relating to the timing of charitable deductions and
use of donated assets are no different for SOs and DAF sponsoring organizations than they are
for any other charitable organization, although reporting requirements differ across the types of
charitable organizations. It is appropriate that the contribution rules for SOs and DAF
sponsoring organizations are the same as those applicable to other public charities.

Several current provisions of the Code address issues related to donor benefits. A charitable
deduction for a contribution to any public charity, including a DAF sponsoring organization or
SO, is never appropriate to the extent that the donor or an associated individual or entity receives
benefits in exchange for the contribution. A donor that claims a charitable contribution
deduction for the full amount of such a contribution without accounting for the value of what
was received in return is violating current law. This is an appropriate limitation on the charitable
deduction in cases where an exchange of benefits, rather than a gift, takes place.

In addition, an organization’s charitable status may be forfeited if it operates to benefit private
interests, such as those of its donors. Further, section 4958 of the Code provides for excise taxes
both on a donor who receives excess benefits from a public charity and on the charity’s managers
if they knowingly approved the transaction conferring the benefit. In addition, the PPA enacted
new provisions designed to tax SOs, DAF sponsoring organizations, and their donors if donors
receive certain payments or any improper benefits from an SO or DAF. These excise tax
provisions are designed to deter the private use of the assets of public charities, including those
held in DAFs and SOs, by donors and others.

Distribution Requirements

Private foundations, which are similar along some dimensions to DAFs, are required to distribute
five percent of their non-exempt-use assets annually. DAF sponsoring organizations have no
distribution requirements for DAF assets, either individually or in the aggregate. Congress asked
if DAFs should have a distribution requirement.

IRS data indicate the average payout rate for Aggregate DAFs in 2006 was 9.3 percent of assets.
Community foundation-sponsored Aggregate DAFs had an average payout rate that matched the
overall average. Commercial NDAFs had an average payout rate of 14.2 percent (14.7 percent at
the median). Other NDAFs had an average payout rate of 28.7 percent (10.5 percent at the
median). The payout rates for private foundations tend to hover just above five percent. Thus,
compared to private foundations, the average payout rates for Aggregate DAFs in 2006 appear to
be high for most categories of DAF sponsoring organizations.”® However, it would be premature

fundraising, e.g., capital projects such as upgrading outdated heating, plumbing or wiring systems or an expansion of
a soup kitchen.

% This is relative to the roughly five percent payout rate observed for private non-operating foundations. However,
again note that while these percentages provide some perspective on payout policy and practice, payout rates for
DAFs and private foundations are not directly comparable. There are differences in the definitions of qualified
expenditures, distributions, and assets reported by DAF sponsoring organizations and private foundations, which
affect calculations of payout rates.
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to make a recommendation regarding distribution requirements for DAFs on the basis of this first
year of reported data.

These data come from new questions on Form 990 that require DAF sponsoring organizations to
report the total number of DAFs, the aggregate value of assets held in those DAFs at year-end,
and the aggregate contributions to and grants from those DAFs during the year. The new data
will allow for calculation of aggregate payout rates, monitoring of certain trends related to DAFs,
and comparison of payout rates for Aggregate DAFs with those of private foundations.
Beginning with tax year 2008, the redesigned Form 990 asks for DAF-related information in a
separate section. This will further improve the data available for analysis, including analysis of
Aggregate DAF payout rates over time.

Individual DAF information is not collected, thus limiting the conclusions that may be drawn
regarding activity levels in individual DAFs. Individual DAF payout rates may vary widely, and
Aggregate DAF payout rates may mask low payout rates (or even no payout) from a subset of
individual DAFs.

Donor Advice and Completed Gifts

A charitable gift is not considered to be “complete”—and no charitable deduction is allowed—if
the donor maintains control over the gift, its sale, or its further use. Congress asked if having an
advisory relationship in how funds are invested and/or distributed in the case of a DAF or an SO
IS consistent with a completed gift.

Contributions to DAFs and SOs are irrevocable and non-refundable (assuming that all existing
tax and other legal requirements are met). Provided that the DAF sponsoring organization or the
SO asserts contemporaneously that it holds all rights to contributed assets, the sponsoring
organization or the SO—not the donor—is the legal owner of the contributed assets and controls
how those assets are invested and disbursed. A donor’s non-binding advisory relationship does
not alter this legal relationship. Thus, just as a donor’s control of a private foundation does not
alter the fact that a gift to the foundation is complete, it is consistent to treat donations to DAFs
and SOs that comply with existing legal requirements as completed gifts even if the donor retains
non-binding advisory rights.

Donee organizations may feel pressure from donors to use donated funds in a manner preferred
by the donor, especially when subsequent contributions may be desired. In this regard, however,
there is nothing unique about the institutional structure of DAFs or SOs. Where donors have a
close relationship to a donee organization, or where a small number of actors is involved—as is
the case with many charities, including some SOs and DAF sponsoring organizations—this
pressure may be exacerbated. Current law disallows a charitable contribution deduction for a
contribution to any charity that does not meet the standard of a completed gift, including in the
case of a gift to a DAF or SO.

Other Forms of Charity

Congress asked whether the issues described in questions 1-3 are also issues with respect to other
forms of charities or charitable donations.
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As noted above, issues relating to type, extent and timing of the use of charitable contributions,
and the appropriateness of the existing charitable contribution rules, are the same for all public
charities. Similarly, issues relating to when a charitable gift is considered complete are common
to all charitable organizations.

Conclusion

The PPA enacted provisions designed to mitigate undue donor influence on SOs and DAF
sponsoring organizations and to increase the required transparency of these organizations. New
reporting requirements will make more data available to federal and state regulators, as well as to
researchers, the press, and the general public. As the effects of the PPA and new regulations
become clearer over time, Treasury looks forward to working with Congress to determine
whether additional legislation or reporting is necessary.
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Appendix B:  Congressional Mandate

Section 1226 of the PPA is titled “Study on Donor Advised Funds and Supporting
Organizations.” The text of this section® is as follows:

(a) STUDY.—The Secretary of the Treasury shall undertake a study on the
organization and operation of donor advised funds (as defined in section
4966(d)(2) of the Internal Revenue Code of 1986, as added by this Act) and of
organizations described in section 509(a)(3) of such Code. The study shall
specifically consider—
(1) whether the deductions allowed for the income, gift, or estate taxes for
charitable contributions to sponsoring organizations (as defined in section
4966(d)(1) of such Code, as added by this Act) of donor advised funds or
to organizations described in section 509(a)(3) of such Code are
appropriate in consideration of—
(A) the use of contributed assets (including the type, extent, and
timing of such use), or
(B) the use of the assets of such organizations for the benefit of the
person making the charitable contribution (or a person related to
such person),
(2) whether donor advised funds should be required to distribute for
charitable purposes a specified amount (whether based on the income or
assets of the fund) in order to ensure that the sponsoring organization with
respect to such donor advised fund is operating consistent with the
purposes or functions constituting the basis for its exemption under section
501, or its status as an organization described in section 509(a), of such
Code,
(3) whether the retention by donors to organizations described in
paragraph (1) of rights or privileges with respect to amounts transferred to
such organizations (including advisory rights or privileges with respect to
the making of grants or the investment of assets) is consistent with the
treatment of such transfers as completed gifts that qualify for a deduction
for income, gift, or estate taxes, and
(4) whether the issues raised by paragraphs (1), (2), and (3) are also issues
with respect to other forms of charities or charitable donations.
(b) REPORT.—Not later than 1 year after the date of the enactment of this Act,
the Secretary of the Treasury shall submit to the Committee on Finance of the
Senate and the Committee on Ways and Means of the House of Representatives a
report on the study conducted under subsection (a) and make such
recommendations as the Secretary of the Treasury considers appropriate.

% The text can be found on page 1,094 of http://frwebgate.access.gpo.gov/cgi-
bin/getdoc.cgi?dbname=109 cong_public_laws&docid=f:publ280.109.pdf. (Last accessed December 1, 2011.)
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Appendix C:  Data Appendix

The primary source for the data on SOs and DAF sponsoring organizations that are analyzed in
this report is the IRS Statistics of Income 2006 Form 990 file. This dataset is based on a
stratified random sample that includes 100 percent of the largest charitable organizations and
smaller percentages of smaller organizations. For this study, 2,154 sample observations
reporting status as an SO were weighted to the population of 20,807 SOs using the sample
weights. The population of 3,358 DAF sponsoring organizations was represented by 677
observations.

Because 2006 was the first year that many of the questions about DAFs and SOs were included
on Form 990, it was not surprising that the information was reported incorrectly or not reported
at all in many cases. Reporting errors present the issue of whether to report the original
erroneous information or to make corrections when possible. For this report, to the extent
possible, other sources of information, including the organization’s 2007 return or web site,
when available, were used to supply missing information or remedy obvious reporting or coding
errors. It is likely that many errors remain in the reported data, however. The following
discusses the primary situations where other data sources were used to supply missing
information or make corrections and adjustments to the data.

Nearly 1,900 organizations checked the box on Schedule A as SOs but did not specify the type of
SO. By checking the 2007 returns and the websites of these organizations, the type of SO could
be determined in all but 288 cases. In addition, about 45 percent of the SOs did not report any
dollar amount of support in response to the new questions on Schedule A. A significant number
of these organizations reported on the first page of Form 990 that they had made payments to
affiliated organizations. While this number would not include the value of any services to the
supported organization, it was assumed that such payments would generally represent a lower
bound for measuring support. Some other organizations reported the same dollar amount for
support provided as for payments to affiliates, suggesting that in at least some cases, payments to
affiliates is a good indication of the amount of support.

Reporting for DAFs was also incomplete or was incorrectly reported. Some organizations
answered the question of whether they owned DAFs in the affirmative but did not report the
number of individual DAFs or their value. A few organizations reported that they had one DAF
when it was clear from other information on their website or later returns that they had many
individual DAFs. It was unclear whether this was because the question was interpreted as if all
of the individual DAFs were considered a single entity. Other reporting errors included putting
the DAF information in the spaces for non-DAF advised accounts, putting the same numbers in
both locations, and putting the dollar amount of the aggregate value at the end of the year in the
spaces for the number of accounts.

Problems were also found in the reporting of contributions to DAFs and grants made from DAFs.
Because this was the first year for separating DAF from non-DAF contributions, some
organizations did not separate the amounts but instead reported all the information on either the
DAF or non-DAF lines. In cases where the 2007 return indicated that they had both kinds of
transactions, the amounts for 2006 were allocated based on the 2007 proportions or the
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percentages of DAF and non-DAF assets, where available. The new lines for reporting DAF
information in 2006 were the first lines in the sections for revenues and expenses, which were
previously the lines used to record total contributions and grants. A number of organizations
continued to report their total contributions and grants on the first lines, incorrectly implying that
they had received contributions to DAFs or made grants from DAFs. Where these organizations
did not have other indications of DAFs, the amounts were transferred to the non-DAF lines. It
was sometimes difficult to determine the most appropriate adjustments.

The table below shows the originally reported and final values for the primary DAF-related
information on the 2006 Form 990. While the aggregate dollar values did not change greatly,
adjustments and corrections were made to all variables for at least some returns. The numbers
for returns not answering “yes” to whether they owned DAFs at the end of the year reflected
cases where the question was not answered “yes,” but other information showed that these
organizations had DAFs.
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Table C.1: Original Reported and Adjusted Values of DAF Information, Unweighted, 2006

Sector
Own DAFs? NDAF
Com- Educa Community Religious

DAF Variable Total No Yes mercial Other -tion Foundations Health NEC Other
Number of returns with:
DAFs - reported 1,880 0 1,880 17 14 378 598 206 208 459
DAFs - adjusted 1,904 13 1,891 23 19 379 604 206 213 460
DAF value - reported 2,056 0 2,056 17 14 457 599 205 265 499
DAF value - adjusted 2,060 13 2,046 23 19 458 604 205 269 481
DAF contributions - reported 1,647 75 1,572 12 14 146 476 172 297 456
DAF contributions - adjusted 1612 81 1,532 23 19 145 513 169 299 376
DAF grants - reported 1,135 92 1,042 15 8 70 428 130 277 135
DAF grants - adjusted 1,189 40 1,149 23 19 71 512 130 285 142
Total number of DAFs

reported 6,998,363 0 6,998,363 60,153 9,066 12,843 6,824,855 1,266 20,323 69,857

adjusted 1,904 13 1,891 23 19 379 604 206 213 460
Dollar amounts (in millions)
DAF value - reported 30,052 0 3,052 9,196 1,047 1,373 13,311 192 4,617 315
DAF value - adjusted 31,098 660 30,438 9,797 1,140 1,428 13,455 192 4,764 321
DAF contributions - reported 63 0 63 0 0 0 63 0 0 0
DAF contributions - adjusted 0 0 0 0 0 0 0 0 0 0
DAF grants - reported 3,033 3 3,030 215 4 108 2,296 30 350 29
DAF grants - adjusted 2,501 0 2,501 0 4 53 2,197 28 195 24

Notes: The total number of DAFs included one observation reporting the value of DAFs in the space for the number of accounts.
Source: IRS Statistics of Income, Form 990 File, 2006
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Appendix D:  Notice 2006-109

The text of Notice 2006-109 is found on page 1,121 of Internal Revenue Bulletin 2006-51 at
http://www.irs.gov/pub/irs-irbs/irb06-51.pdf. (Last accessed December 1, 2011.)

Part Il - Administrative, Procedural, and Miscellaneous

Interim Guidance Regarding Supporting Organizations and Donor Advised Funds
Notice 2006-109

Section 1. PURPOSE

This Notice provides interim guidance regarding the application of certain requirements enacted
as part of the Pension Protection Act of 2006, Pub. L. No. 109-208, 120 Stat. 780 (2006)
(“PPA’), that affect supporting organizations, donor advised funds, and private foundations that
make grants to supporting organizations.

Sections 1231, 1241,1242, 1243, and 1244 of the PPA add sections 509(f), 4943(f), 4958(c)(3),
4966, and 4967, to the Internal Revenue Code (“Code”), and amend sections 509(a)(3)(B),
4942(g)(4), and 4945(d)(4)(A) of the Code. The amendments to section 509(a)(3) and the
addition of section 509(f) prescribe new requirements for supporting organizations. The addition
of section 4943(f) defines the terms “Type Il supporting organization” and “functionally
integrated Type Il supporting organization.”

The amendments to sections 4942 and 4945 affect private foundations that make grants or
similar payments to supporting organizations under certain circumstances. The amendments to
section 4958, among other things, subject substantial contributors and persons related to them (as
described in section 4958(c)(3)(B)) to new excise taxes if they engage in certain types of
transactions with supporting organizations with which they have a relationship. New section
4966 imposes an excise tax on a sponsoring organization that maintains donor advised funds if it
makes certain distributions from a donor advised fund. New section 4967 imposes excise taxes
on certain distributions from a donor advised fund that provide more than an incidental benefit to
a donor, a donor-advisor, or related persons (as described in sections 4967(d) and 4958(f)(7)).

This notice provides guidance on four aspects of the application of these new provisions of the
Code. First, Section 3 provides criteria for private foundations that might make distributions to
supporting organizations that can be used to determine for purposes of sections 4942(g)(4) and
4945(d)(4) whether an organization is a Type I, Type II, or functionally integrated Type III
supporting organization. Section 3 also provides criteria for determining whether a supporting
organization, or any of its supported organizations, are controlled by disqualified persons.
Section 3 also provides similar guidance with respect to section 4966 for donor advised funds
that make grants to supporting organizations. Second, Section 4 clarifies the date of applicability
for the new section 4958(c)(3) excise tax on certain excess benefit transactions involving
supporting organizations. Third, pursuant to the authority under new section 4966(d)(2)(C),
Section 5.01 excludes certain employer-sponsored disaster relief funds from the definition of
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donor-advised fund. Fourth, Section 5.02 clarifies how the Internal Revenue Service (“Service”)
will apply the new section 4966(a) excise taxes with respect to payments made pursuant to
educational grants awarded prior to the date of enactment of the PPA.

This notice is intended to address a limited number of issues which require immediate guidance.
The Service and the Department of Treasury (“Treasury”) expect to issue further guidance,
including regulations, under these provisions of the PPA. The rules provided in this notice apply
until further guidance is issued. This notice does not affect the substantive standards for tax
exemption under section 501(c)(3). This notice also invites comments from the public regarding
this notice and suggestions for future guidance implementing statutory changes under the PPA.

Section 2. BACKGROUND

Organizations that are organized and operated exclusively for charitable, religious, educational
or other specified purposes are generally exempt from income tax under section 501(a) as
organizations described in section 501(c)(3). Section 509(a) divides section 501(c)(3)
organizations into two subcategories: private foundations and organizations that are not private
foundations, which are commonly known as public charities. To be categorized as a public
charity and not a private foundation, an organization must be described in section 509(a). To be
described in section 509(a)(1) or (2), an organization must receive a substantial amount of public
support to fund its operations. To be described in section 509(a)(3), an organization must have a
particular type of structural relationship with a publicly supported section 501(c)(3), (4), (5) or
(6) organization.

Private foundations are subject to a different regime of excise taxes than are public charities. For
example, private foundations are subject to excise tax if they do not make at least a minimum
level of qualifying distributions each year. Private foundations are also subject to excise tax if
they make certain taxable expenditures. Taxable expenditures include, but are not limited to,
certain grants to organizations unless the private foundation exercises expenditure responsibility
with respect to the grants as required by section 4945(h) and Treas. Reg. section 53.4945-5(b).

Section 170(c) describes organizations eligible to receive charitable contributions that are
deductible for income tax purposes.

.01 Donor Advised Funds and Supporting Organizations before the PPA
Donor Advised Funds

Prior to the PPA, the Code did not define the term donor advised fund. However, the term was
commonly understood to refer to component funds of certain community trusts. See Treas. Reg.
section 1.170A-9(e)(10) and (11). The term was also commonly understood to refer to an
account established by one or more donors but owned and controlled by a public charity to which
such donors or other individuals designated by the donors could provide nonbinding
recommendations regarding distributions from the account or regarding investment of the assets
in the account.
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Supporting Organizations

Section 509(a)(3) excludes from the definition of private foundation certain organizations that
support certain publicly supported organizations. The Treasury regulations under section
509(a)(3) refer to these organizations as supporting organizations. To be described in section
509(a)(3), an organization must meet several tests: (1) it must be organized and operated
exclusively for the benefit of specified publicly supported organizations (generally, public
charities); (2) it must have one of three types of relationships with its publicly supported
organizations; and (3) it must not be controlled, directly or indirectly, by disqualified persons (as
defined in section 4946 other than foundation managers) with respect to such supporting
organization.

In general, supporting organizations have been identified by the type of relationship they have
with their publicly supported organizations. A supporting organization that is operated,
supervised or controlled by one or more publicly supported organizations is commonly known as
a Type | supporting organization. A supporting organization supervised or controlled in
connection with one or more publicly supported organizations is commonly known as a Type Il
supporting organization. A supporting organization that is operated in connection with one or
more publicly supported organizations is commonly known as a Type 11 supporting
organization.

.02 Donor Advised Funds Under the PPA
Definition of a Donor Advised Fund

Under new section 4966(d)(2), a donor advised fund is defined as a fund or account owned and
controlled by a sponsoring organization, which is separately identified by reference to
contributions of a donor or donors, and with respect to which the donor, or any person appointed
or designated by such donor (“donor advisor”), has, or reasonably expects to have, advisory
privileges with respect to the distribution or investment of the funds.

A sponsoring organization is defined under new section 4966(d)(1) as a section 170(c)
organization that is not a governmental organization (referenced in section 170(c)(1) and (2)(A))
or a private foundation and maintains one or more donor advised funds.

Pursuant to new section 4966(d)(2)(B), the term donor advised fund does not include a fund or
account: (1) that makes distributions only to a single identified organization or governmental
entity or (2) with respect to which a donor advises a sponsoring organization regarding grants for
travel, study or similar purposes if:
(A)the donor’s, or the donor advisor’s, advisory privileges are performed in his capacity as a
member of a committee whose members are appointed by the sponsoring organization,
(B) no combination of donors or donor advisors (or related persons) directly or indirectly
control the committee, and
(C) all grants are awarded on an objective and nondiscriminatory basis pursuant to a
procedure approved in advance by the sponsoring organization’s board of directors.
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Thus, a sponsoring organization that owns and controls a fund that meets these criteria may
award a scholarship from the fund to a natural person without subjecting the sponsoring
organization or its managers to excise taxes under new section 4966.

Taxable Distribution

New section 4966 imposes an excise tax on a sponsoring organization for each taxable
distribution it makes from a donor advised fund. It also imposes an excise tax on the agreement
of any fund manager of the sponsoring organization to the making of a distribution, knowing that
it is a taxable distribution. The tax on taxable distributions applies to distributions occurring in
taxable years beginning after August 17, 2006.

In general, under new section 4966(c), a taxable distribution is any distribution from a donor
advised fund to any natural person, or to any other person if (i) the distribution is for any purpose
other than one specified in section 170(c)(2)(B), or (ii) the sponsoring organization maintaining
the donor advised fund does not exercise expenditure responsibility with respect to such
distribution in accordance with section 4945(h).

Under new section 4966(c)(2), a taxable distribution does not include a distribution from a donor
advised fund to: (1) any organization described in section 170(b)(1)(A) (other than a disqualified
supporting organization), (2) the sponsoring organization of such donor advised fund, or (3) any
other donor advised fund.

Under new section 4966(d)(4), a disqualified supporting organization includes a Type Il
supporting organization that is not functionally integrated and any Type I, Type Il, or
functionally integrated Type Il supporting organization where the donor or donor advisor (and
any related parties) directly or indirectly controls a supported organization of the supporting
organization.

Prohibited Benefit

New section 4967 imposes an excise tax if a donor, donor advisor, or a person related to a donor
or donor advisor of a donor advised fund (as described in sections 4967(d) and 4958(f)(7))
provides advice as to a distribution that results in any such person receiving, directly or
indirectly, a more than incidental benefit. The excise tax is imposed on any person who advises
as to the distribution or who receives the benefit. A separate excise tax may be imposed on a
fund manager who agreed to the making of the distribution. The new excise tax under section
4967 applies to taxable years beginning after August 17, 2006.

Secretarial Authority

New section 4966(d)(2)(C) grants the Secretary authority to exempt certain funds from treatment
as donor advised funds if either (1) the fund or account is advised by a committee not directly or
indirectly controlled by the donor or donor advisor (and any related parties), or (2) such fund or
account benefits a single identified charitable purpose.
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.03 Supporting Organizations Under the PPA
Supporting Organization Definition

The PPA incorporates the previously informal nomenclature used to distinguish among types of
supporting organizations into the statute. Thus, new section 4966(d)(4)(B)(i) defines a Type |
supporting organization as a supporting organization that is operated, supervised, or controlled
by one or more section 509(a)(1) or 509(a)(2) organizations. New section 4966(d)(4)(B)(ii)
defines a Type Il supporting organization as a supporting organization that is supervised or
controlled in connection with one or more section 509(a)(1) or 509(a)(2) organizations. (See also
sections 4942(g)(4)(B)(i) and (ii) for parallel definitions of Type | and Type Il supporting
organizations). Finally, new section 4943(f)(5)(A) defines a Type 1l supporting organization as
a supporting organization that is operated in connection with a section 509(a)(1) or (2)
organization.

New section 4943(f)(5)(B) defines a functionally integrated Type Il supporting organization as
one which is not required under regulations established by the Secretary to make payments to
supported organizations due to the activities of the organization related to performing the
functions of, or carrying out the purposes of, such supported organizations.

New section 509(f)(2), which is effective August 17, 2006, prohibits certain supporting
organizations from accepting gifts or contributions from certain persons associated with the
supported organization of such supporting organization. This provision provides that any
organization that would otherwise meet the requirements of a Type | or Type Il supporting
organization will be excluded under this provision if it accepts any gift or contribution from a
person who directly or indirectly controls (either alone or together with related persons described
in section 509(f)(2)(B)(ii) and (iii)) the governing body of a supported organization of such
supporting organization or from a related person described in section 509(f)(2)(B).

New Rules Regarding Section 4958 Excess Benefit Transactions and Supporting Organizations

Section 4958 imposes an excise tax on certain persons if they engage in one or more excess
benefit transactions. New section 4958(c)(3) provides that any grant, loan, compensation, or
other similar payment from a supporting organization to a substantial contributor or persons
related to the substantial contributor (as described in section 4958(c)(3)(B)) is treated as an
excess benefit transaction. In addition, any loan from a supporting organization to certain
disqualified persons is treated as an excess benefit transaction. The entire amount of the payment
to such persons constitutes an excess benefit subject to an excise tax under section 4958. This
excise tax applies to transactions occurring after July 25, 2006.

Under new section 4958(c)(3)(C), a substantial contributor includes any person who contributed
or bequeathed an aggregate amount of more than $5,000 to the organization, if such amount is
more than 2 percent of the total contributions and bequests received by the organization before
the close of the taxable year of the organization in which the contribution or bequest is received.
A substantial contributor also includes the creator of a trust.
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.04 New Restrictions on Grants Made by Private Foundations to Supporting Organizations

The PPA amended section 4942(qg) to deny qualifying distribution treatment to grants by non-
operating private foundations to (1) Type Il supporting organizations that are not functionally
integrated and (2) to Type I, Type I, and functionally integrated Type 11l supporting
organizations if a disqualified person of the private foundation directly or indirectly controls
such supporting organization or a supported organization of the supporting organization. The
PPA also amended section 4945(d)(4)(A) to treat grants to the above entities by all private
foundations as taxable expenditures unless the private foundation exercises expenditure
responsibility with respect to the grants.

Section 3. GRANTOR RELIANCE STANDARDS FOR GRANTS TO CERTAIN
SUPPORTING ORGANIZATIONS

.01 Treatment of Grants from Private Foundations or Donor Advised Funds to Supporting
Organizations

As stated in Section 2.04, the enactment of the PPA imposes certain limitations if a private
foundation makes a grant to (1) a Type 1l supporting organization that is not functionally
integrated, or (2) a Type I, Type I, or functionally integrated Type Il supporting organization if
one or more disqualified persons of the private foundation directly or indirectly controls such
supporting organization or one of its supported organizations. Specifically, for non-operating
foundations, the grant is not a qualifying distribution under section 4942. For all private
foundations, the grant is a taxable expenditure under section 4945 if the private foundation does
not exercise expenditure responsibility with respect to the grant.

Similarly, the PPA treats as a taxable distribution any distribution from a donor advised fund to
(1) a Type 1l supporting organization that is not functionally integrated, or (2) any other
supporting organization if the fund’s donor or donor advisor (and any related parties) directly or
indirectly controls a supported organization of the grantee if the sponsoring organization does
not exercise expenditure responsibility with respect to such distribution.

Until further guidance is issued, for purposes of sections 4942, 4945, and 4966 (as applicable) a
grantor, acting in good faith, may rely on information from the IRS Business Master File
(“BMF”) or the grantee’s current IRS letter recognizing the grantee as exempt from federal
income tax and indicating the grantee’s public charity classification in determining whether the
grantee is a public charity under section 509(a)(1), (2), or (3). In addition, a grantor, acting in
good faith, may rely on a written representation from a grantee and specified documents as
described in A. and B. below in determining whether the grantee is a Type I, Type Il, or
functionally integrated Type Il supporting organization. The good faith requirement is not
satisfied if the collected specified documents are inconsistent with the written representation. In
each case, the grantor must verify that the grantee is listed in Publication 78, Cumulative List of
Organizations described in Section 170(c) of the Internal Revenue Code of 1986, or obtain a
copy of the current IRS letter recognizing the grantee as exempt from federal income tax.
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A. To establish that a grantee is a Type | or a Type Il supporting organization, a grantor,
acting in good faith, may rely on a written representation signed by an officer, director or
trustee of the grantee that the grantee is a Type | or Type Il supporting organization,
provided that:

I.  the representation describes how the grantee’s officers, directors, or trustees are
selected, and references any provisions in governing documents that establish a Type
I (operated, supervised, or controlled by) or a Type Il (supervised or controlled in
connection with) relationship (as applicable) between the grantee and its supported
organization(s); and

ii.  the grantor collects and reviews copies of governing documents of the grantee (and, if
relevant, of the supported organization(s)).

B. To establish that a grantee is a functionally integrated Type 111 supporting organization a
grantor, acting in good faith, may rely on a written representation signed by an officer,
director or trustee of the grantee that the grantee is a functionally integrated Type Il
supporting organization, provided that:

i.  the grantee’s representation identifies the one or more supported organizations with
which the grantee is functionally integrated,;

ii.  the grantor collects and reviews copies of governing documents of the grantee (and, if
relevant, of the supported organization(s)), and any other documents that set forth the
relationship of the grantee to its supported organizations, if such relationship is not
reflected in the governing documents; and

iii.  the grantor collects and reviews a written representation signed by an officer, director
or trustee of each of the supported organizations with which the grantee represents
that it is functionally integrated describing the activities of the grantee and
confirming, consistent with Section 3.02 of this notice, that but for the involvement of
the grantee engaging in activities to perform the functions of, or to carry out the
purposes of, the supported organization, the supported organization would normally
be engaged in those activities itself.

As an alternative to relying on a written representation from a grantee and specified documents
as described in A. or B. above, a grantor may rely on a reasoned written opinion of counsel of
either the grantor or the grantee concluding that the grantee is a Type I, Type Il, or functionally
integrated Type Il supporting organization.

A private foundation considering a grant to a Type I, Type I, or functionally integrated Type 111
supporting organization may need to obtain a list of the grantee’s supported organizations from
the grantee to determine whether any of the supported organizations is controlled by disqualified
persons of the private foundation. See Section 3.02, below, for the definition of control that may
be used. If such control exists, the grant may not be a qualifying distribution and the foundation
may be required to exercise expenditure responsibility with respect to the grant.

Similarly, a sponsoring organization considering a grant from a donor advised fund to a Type I,
Type 11, or functionally integrated Type Il supporting organization may need to obtain a list of
the grantee’s supported organizations from the grantee to determine whether any of the
supported organizations is controlled by the fund’s donor or donor advisor (and any related
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parties). See Section 3.02, below, for the definition of control that may be used. If such control
exists, the sponsoring organization will be required to exercise expenditure responsibility.

.02 Standards for Determining Control and for Defining “Functionally Integrated Type Il
Supporting Organization”

The Service and the Treasury Department intend to issue regulations regarding the meaning of
“control” under sections 4942(g)(4)(A) and 4966(d)(4)(A) and the definition of a “functionally
integrated Type Il supporting organization” under section 4943(f)(5)(B). Until those regulations
are issued, a grantor may rely on the standards described below for purposes of sections 4942,
4945 and 4966 (as applicable). Although regulations may adopt different standards from those
referenced below, those regulations will apply to grants made by private foundations and
sponsoring organizations no sooner than the date that the regulations are proposed. The standards
set forth below will apply with respect to any grants made prior to that date.

In determining whether a disqualified person with respect to a private foundation controls a
supporting organization or one of its supported organizations, the control standards established in
Treas. Reg. section 53.4942(a)-3(a)(3) will apply. Under these standards, an organization is
controlled by one or more disqualified persons with respect to a foundation if any such persons
may, by aggregating their votes or positions of authority, require the supporting or supported
organization to make an expenditure, or prevent the supporting organization or the supported
organization from making an expenditure, regardless of the method by which the control is
exercised or exercisable.

Similarly, in determining whether a donor or donor advisor or a person related to a donor or
donor advisor (as described in sections 4967(d) and 4958(f)(7)) of any donor advised fund
controls a supported organization of the grantee, the control standards established in Treas. Reg.
section 53.4942(a)-3(a)(3) will apply. Under these standards, a supported organization is
controlled by one or more donor or donor advisors (and any related parties) of any donor advised
fund if any such persons may, by aggregating their votes or positions of authority, require a
supported organization to make an expenditure, or prevent a supported organization from making
an expenditure, regardless of the method by which the control is exercised or exercisable.

Also, solely for purposes of a representation or opinion of counsel on which a grantor may rely,
an organization will be considered a functionally integrated Type 111 supporting organization if it
would meet the test set forth in Treas. Reg. section 1.509(a)-4(i)(3)(ii).

Section 4. APPLICABILITY DATE FOR EXCESS BENEFIT TRANSACTIONS BY
SUPPORTING ORGANIZATIONS

As stated in Section 2.03, under section 4958(c), as amended by the PPA, any grant, loan,
compensation, or other similar payment by a supporting organization to a substantial contributor
or a person related to a substantial contributor (as described in section 4958(c)(3)(B)), and any
loan provided by a supporting organization to certain disqualified persons, is treated
automatically as an excess benefit transaction, with the entire amount paid to the substantial
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contributor or disqualified person and those related to them treated as an excess benefit. The
statute provides that this new rule applies to transactions occurring after July 25, 2006.

Treasury and the IRS understand that before the PPA was enacted on August 17, 2006, a
supporting organization may have entered into a binding contract or other legal obligation to pay
substantial contributors, or persons related to substantial contributors, for goods or services, or to
provide a loan to a disqualified person. At the time the supporting organization entered into these
contracts or other legal obligations, the payments required under them were not necessarily
considered excess benefit transactions.

To address the change to the law under the PPA, the IRS will not consider any payment made
pursuant to a written contract that was binding on August 17, 2006 as an excess benefit
transaction under new section 4958(c)(3), provided that (1) such contract was binding at all times
after August 17, 2006 and before payment is made, (2) the contract is not modified during such
period, and (3) the payment under the contract is made on or before August 17, 2007.
Termination of the contract does not constitute a modification for this purpose.

Similarly, relief is provided with respect to certain arrangements that are not governed by a
binding written contract described in the preceding paragraph. With respect to any such
arrangement involving an employment relationship in existence, or other legal obligation in
effect, on August 17, 2006, the IRS will not consider any payment pursuant to such an
arrangement as an excess benefit transaction under new section 4958(c)(3), provided that (1) the
terms of such arrangement are not modified after August 17, 2006, (2) any services are
performed and any goods are delivered as required by the arrangement no later than December
31, 2006, and (3) the payment is made no later than August 17, 2007. Termination of the
arrangement does not constitute a modification for this purpose.

The applicability dates set forth in this section affect only liability for excise taxes under new
section 4958(c)(3). Notwithstanding any relief provided in this section, if the supporting
organization pays in excess of reasonable compensation for services or in excess of fair market
value for goods, it jeopardizes continued tax exemption under section 501(c)(3), and the
individuals receiving the payments may be subject to excise taxes under section 4958. In
addition, any relief provided by this section does not alter whether a transaction is an excess
benefit transaction under section 4958(c)(1).

Section 5. DONOR ADVISED FUNDS

New section 4966(c)(1)(A) imposes an excise tax on all distributions to natural persons from
donor advised funds effective for taxable years beginning after August 17, 2006. However,
pursuant to the authority described in Section 2.02 above, certain funds or accounts are excepted

from the definition of donor advised fund.

.01 Employer-Sponsored Disaster Relief Assistance Programs
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The definition of donor advised fund in section 4966(d)(2)(A) encompasses all funds and
accounts owned or controlled by a sponsoring organization separately identified with reference
to the contribution of a donor or donors for which the donor, or anyone appointed by the donor,
has or reasonably expects to have, advisory privileges. Section 4966(d)(2)(C) grants the
Secretary the authority to exempt a fund or account (a “fund”) from the definition of donor
advised fund.

Certain employers may establish disaster relief funds at a community foundation or other public
charity to provide disaster relief grants to employees or their family members who are the
victims of a major disaster. The sponsoring organization may receive contributions to these funds
from both the employer and its employees. If these employer-sponsored disaster relief funds are
within the definition of donor advised funds, any distribution from these funds to employees or
their family members would be subject to excise tax under new section 4966.

Pursuant to the authority under 4966(d)(2)(C), the IRS and Department of Treasury exclude from
the definition of donor advised fund any employer-sponsored disaster relief fund that meets the
following requirements:
a. the fund serves a single identified charitable purpose, which is to provide relief from one
or more qualified disasters within the meaning of section 139(c)(1), (2), or (3);'®
b. the fund serves a large or indefinite class (a “charitable class™);
c. recipients of grants from the fund are selected based on objective determinations of need,
d. the selection of recipients of grants from the fund is made using either an independent
selection committee or adequate substitute procedures to ensure that any benefit to the
employer is incidental and tenuous. The selection committee is independent if a majority
of the members of the committee consists of persons who are not in a position to exercise
substantial influence over the affairs of the employer;
e. no payment is made from the fund to or for the benefit of
i.  any director, officer, or trustee of the sponsoring organization of the fund, or
ii.  members of the fund’s selection committee; and
f.  the fund maintains adequate records that demonstrate the recipients’ needs for the disaster
relief assistance provided.

Satisfaction of these requirements does not affect the determination of whether any payments
made from the fund might result in taxable compensation to the employees.

.02 Applicability Date for Educational Grants
As provided in Section 2.02 above, under new section 4966, distributions to natural persons from

a donor advised fund are subject to an excise tax. The PPA provides that section 4966 applies to
certain distributions (including certain educational grants) made in taxable years beginning after

1% Under sections 139(c)(1), (2) and (3), a qualified disaster means a disaster that results from a terroristic or
military action (as defined in section 692(c)(2)), a Presidentially declared disaster (as defined in section 1033(h)(3)),
and a disaster that results from an accident involving a common carrier or from any other event which the Secretary
determines to be of a catastrophic nature.
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August 17, 2006. The excise tax applies irrespective of whether the grant is excludable from the
recipient’s income as a scholarship or fellowship under section 117.

The IRS and Department of Treasury understand that certain educational grants may have been
committed to an individual on or before the date of enactment, the payments of which extend
beyond August 17, 2006. Pursuant to this notice, section 4966(c)(1)(A) shall not apply to
payments made after August 17, 2006, with respect to an educational grant, if the payment is
made pursuant to a grant commitment entered into on or before August 17, 2006. A commitment
will be considered entered into on or before August 17, 2006, if:

a. the educational grant was awarded on an objective and nondiscriminatory basis and is
reasonable in amount in light of the purposes of the educational grant;

b. the educational grant was not awarded to, nor are payments made pursuant to that grant,
to a donor, donor advisor, or any person related to a donor or donor advisor (as described
in sections 4967(d) and 4958(f)(7));

c. on or before August 17, 2006: (1) (a) the name of the educational grant recipient, the
nature of the educational grant, the amount of the educational grant, the date on which it
was awarded, and the educational grant period, were entered on the records of the
sponsoring organization or were otherwise adequately evidenced, or (b) notice of the
payments to be received was communicated to the payee in writing, and (2) the
sponsoring organization keeps a record of such information or notice for a period that
ends no earlier than three years after the close of the taxable year in which the last
payment is made under the grant; and

d. there is no material change in the amount or in the conditions of the educational grant,
such as a required reapplication for the grant.

Notwithstanding the above, section 4967 may apply to any grant that otherwise fits within the
criteria specified. Thus, if a sponsoring organization makes an educational grant distribution that
results in more than an incidental benefit to a donor, donor advisor, or a person related to a donor
or donor advisor, the grant will be subject to excise tax.

Section 6. REQUEST FOR COMMENTS

The IRS and the Department of Treasury request comments regarding this notice and suggestions
for future guidance with respect to changes in requirements for donor advised funds and
supporting organizations or other changes affecting tax-exempt organizations under the PPA.

Comments should refer to Notice 2006-109 and be submitted by February 1, 2007, to:
Internal Revenue Service
SE:T:EO:RA:G (Notice 2006-109)
P.O. Box 7604
Ben Franklin Station
Washington, DC 20044

Submissions may be hand delivered Monday through Friday between the hours of 8a.m. and 4:00
p.m. to:
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SE:T:EO:RA:T:G (Notice 2006-109)
Courier’s Desk

Internal Revenue Service

1111 Constitution Ave., N.W.
Washington, DC 20224

Alternatively, taxpayers may submit comments electronically to eoppa@irs.gov. Please include
“Notice 2006-109” in the subject line of any electronic communications.

All comments will be available for public inspection and copying.

Section 7. PAPERWORK REDUCTION ACT

The collection of information contained in this notice has been reviewed and approved by the
Office of Management and Budget in accordance with the Paperwork Reduction Act (44 U.S.C.
3507) under control number 1545-2050. An agency may not conduct or sponsor, and a person is
not required to respond to, a collection of information unless the collection of information
displays a valid OMB control number.

The requirements to collect information are in Sections 3 and 5 of this notice. Collecting the
required information provides private foundations and sponsoring organizations of donor advised
funds with relief from excise taxes imposed by sections 4942, 4945 and 4966 of the Code.

The estimated total annual reporting and/or recordkeeping burden is 612,294 hours.

The estimated annual burden per respondent/recordkeeper varies from 7 hours, 53 minutes to 9
hours, 48 minutes, depending on individual circumstances, with an estimated average of 8%
hours. The estimated total number of respondents and/or recordkeepers is 65,000.

The estimated frequency of collection of such information is occasional.

Books or records relating to a collection of information must be retained as long as their contents
may become material in the administration of any internal revenue law. Generally, tax returns
and tax return information are confidential, as required by 26 U.S.C. section 6103.

Section 8. DRAFTING INFORMATION

The principal authors of this notice are Mary Jo Salins and Robert Fontenrose of the Exempt
Organizations, Tax Exempt and Government Entities Division. For further information regarding

this notice, contact Ms. Salins at (202) 283-9453, or Mr. Fontenrose at (202) 283-9484 (not a
toll-free call).
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Appendix E:  Notice 2007-21

The text of Notice 2007-21 is found on page 611 of Internal Revenue Bulletin 2007-09 at
http://www.irs.gov/pub/irs-irbs/irb07-09.pdf. (Last accessed December 1, 2011.)

Part I11 - Administrative, Procedural, and Miscellaneous
Study on Donor Advised Funds and Supporting Organizations
Notice 2007-21

PURPOSE

This notice invites public comments in connection with a study being conducted by the
Department of the Treasury (the Treasury) and the Internal Revenue Service (the Service) on the
organization and operation of donor advised funds (as defined in § 4966(d)(2) of the Internal
Revenue Code (Code)) and of supporting organizations described in § 509(a)(3). This study is
required by § 1226 of the Pension Protection Act of 2006, Pub. L. No. 109-280, 120 Stat. 780
(2006) (the PPA).

BACKGROUND

Charitable organizations described in § 501(c)(3) are classified under 8 509 as either public
charities or private foundations, depending on their exempt purposes, the sources of their
financial support, or their manner of operation. Private foundations, which typically derive their
support from, and are often controlled by, a small number of donors, are subject to a number of
anti-abuse rules and excise taxes not applicable to public charities. In addition, contributions to
private foundations are subject to lower charitable deduction limits than are contributions to
public charities.

Supporting Organizations

Under § 509(a)(3), a supporting organization is a 8§ 501(c)(3) charitable organization that is
classified as a public charity, not as a private foundation, as a result of the supporting
organization’s close relationship to one or more organizations described in 8§ 509(a)(1) or
509(a)(2) (referred to in regulations under section 509(a)(3) as “publicly supported
organizations”). To qualify as a supporting organization under § 509(a)(3), an organization must
satisfy three requirements:

(A) the organization must be organized and at all times thereafter operated exclusively for the
benefit of, to perform the functions of, or to carry out the purposes of one or more
specified publicly supported organizations;

(B) the organization must be operated, supervised, or controlled by or in connection with one
or more publicly supported organizations; and

(C) the organization must not be controlled directly or indirectly by one or more disqualified
persons (as defined in § 4946) other than foundation managers and other than one or
more publicly supported organizations.
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Section 1.509(a)-4 of the Income Tax Regulations provides that the second requirement is met if
the supporting organization has one of three relationships with one or more publicly supported
organizations. A “Type I” supporting organization is “operated, supervised, or controlled by” a
publicly supported organization. This relationship is comparable to that of a parent and
subsidiary in that one or more publicly supported organizations can direct the policies, programs
or activities of the supporting organization. A “Type I1” supporting organization is *“supervised
or controlled in connection with” one or more publicly supported organizations. In this
relationship, the supporting organization and the publicly supported organization(s) are under
common supervision or control. A “Type IlI” supporting organization is “operated in connection
with” a publicly supported organization. An organization will qualify as a Type 111 supporting
organization only if it meets certain tests designed to ensure that the organization will be
responsive to, and significantly involved in the operations of, the publicly supported
organization(s). Under the PPA, this previously informal nomenclature used to describe the
relationship between a supporting organization and its publicly supported organizations is
incorporated into new 88 4942(g)(4), 4943(f)(5) and (6), and 4966(d)(4).

Donor Advised Funds

Prior to the PPA, the term donor advised fund was not defined in the Code. However, the term
generally was understood to refer to separate funds or accounts established and maintained by
public charities to receive contributions from a single donor or a group of donors. The charities
had ultimate authority over how the assets in each account were invested and distributed, but the
donors, or individuals selected by the donors, were permitted to provide nonbinding
recommendations regarding account distributions and/or investments. Donor advised funds often
were compared to component funds of certain community trusts. See 88 1.170A-9(e)(10) and
(112).

The PPA adds new § 4966(d)(2), which defines a donor advised fund as a fund or account that is
owned and controlled by a sponsoring organization, separately identified by reference to
contributions of a donor or donors, and with respect to which the donor or a person appointed or
designated by the donor (donor advisor) has or reasonably expects to have advisory privileges
with respect to the distribution or investment of the assets in the fund. The term donor advised
fund does not include a fund or account (1) that makes distributions only to a single identified
organization or governmental entity, or (2) with respect to which a donor advises a sponsoring
organization regarding grants for travel, study or similar purposes, provided that certain
requirements are met.

A sponsoring organization is defined under new 8§ 4966(d)(1) as a 8 170(c) organization that is
not a governmental organization (referenced in 88 170(c)(1) and (2)(A)) or a private foundation
and maintains one or more donor advised funds.

Supporting Organizations and Donor Advised Funds as Alternatives to Private Foundations

Traditionally, supporting organizations and donor advised funds have offered donors certain
advantages relative to private foundations, such as the possibility of a higher charitable
contribution deduction and the avoidance of certain limitations that apply to private foundations,
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including the § 4941 self-dealing rules, the § 4942 annual payout requirements, and the § 4943
business holdings limits. Although certain advantages remain, new rules enacted as part of the
PPA add certain requirements for deductibility of charitable contributions to donor advised funds
and impose new restrictions on the operations of donor advised funds and supporting
organizations.

New Rules Affecting Supporting Organizations and Donor Advised Funds under the PPA

The PPA contains several provisions intended to improve the accountability of donor advised
funds and supporting organizations (see 88 1226, 1231-1235 and 1241-1245 of the PPA). Those
PPA provisions add 8§ 4966 and 4967 to the Code, and amend 8§ 170, 508, 509, 2055, 2522,
4942, 4943, 4945, 4958, and 6033 of the Code. For a description of some of the new rules, see
Notice 2006-109, 2006-51 I.R.B. 1121 (December 18, 2006).

The new rules affecting supporting organizations include: excise taxes on certain payments to a
substantial contributor or a related person and on the entire amount of any loan to a disqualified
person (8§ 4958(c)(3)); the extension of § 4958 to transactions between a supported organization
and a person who is a disqualified person of a supporting organization (8 4958(f)); a grant of
regulatory authority to adopt a new payout requirement for certain Type Il supporting
organizations (PPA § 1241(d)); limits on the permitted business holdings of certain supporting
organizations (8§ 4943(f)); organizational and operational requirements (8 509(f)); and reporting
requirements (88 6033(a)(3)(B) and 6033(l)). In addition, new rules apply to certain private
foundations that make grants to certain supporting organizations (88 4942(g)(4) and
4945(d)(4)(A)).

The new rules affecting donor advised funds include: definitions of the terms “sponsoring
organization” and “donor advised fund” (8 4966(d)); excise taxes on certain taxable distributions
from a donor advised fund (8 4966(c)); excises taxes on donors, advisors, or related persons who
receive certain benefits as a result of a distribution from a donor advised fund (or who advise as
to such a distribution) (8§ 4967); excise taxes on payments from a donor advised fund to any
donor, advisor, or a related person (88 4958(c)(2) and 4958(f)(1)(E)); the extension of § 4958 to
transactions between the sponsoring organization and certain investment advisors or related
persons (88 4958(f)(1)(F) and 4958(f)(8)); limits on permitted business holdings (8 4943(e));
substantiation requirements (88 170(f)(18), 2055(e)(5) and 2522(c)(5)); and reporting and
disclosure requirements for sponsoring organizations (88 508(f) and 6033(k)).

Deductible Charitable Contributions

Generally, an income tax deduction is allowed under § 170 for a charitable contribution made in
the year the deduction is claimed, subject to certain limitations and substantiation requirements.
See, e.g., U.S. v. American Bar Endowment, 477 U.S. 105 (1986); 8§ 1.170A-1(a) and 1.170A-
13. Charitable contributions also may be deductible for gift or estate tax purposes. 88 2522 and
2055. Under the PPA, a taxpayer may deduct a contribution to a donor advised fund only if the
sponsoring organization receiving the contribution is one of certain specified types, and the
taxpayer making the contribution obtains an acknowledgement from the sponsoring organization
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that the organization has exclusive legal control over the property contributed. 88 170(f)(18),
2522(c)(5), and 2055(e)(5).

ISSUES IDENTIFIED FOR FURTHER STUDY UNDER THE PPA

In discussing § 1226 of the PPA, the Technical Explanation prepared by the Joint Committee on
Taxation states, in part, “Elsewhere in the bill, provision is made for new rules with respect to
donor advised funds and supporting organizations. Many issues arise under current law with
respect to such organizations, some of which are addressed in the bill and some of which would
benefit from additional study.”*%*

Section 1226 of the PPA provides that the Secretary shall undertake a study on the organization
and operation of donor advised funds and supporting organizations, and that the study shall
specifically consider:

(1) whether the deductions allowed for income, gift, or estate taxes for charitable
contributions to sponsoring organizations of donor advised funds or to supporting
organizations are appropriate in consideration of (i) the use of contributed assets
(including the type, extent, and timing of such use) or (ii) the use of the assets of such
organizations for the benefit of the person making the charitable contribution (or a
person related to such person),

(2) whether donor advised funds should be required to distribute for charitable purposes a
specified amount (whether based on the income or assets of the fund) in order to
ensure that the sponsoring organization with respect to the fund is operating
consistent with the purposes or functions constituting the basis for its exemption
under 8 501 or its status as an organization described in § 509(a),

(3) whether the retention by donors to donor advised funds or supporting organizations of
rights or privileges with respect to amounts transferred to such organizations
(including advisory rights or privileges with respect to the making of grants or the
investment of assets) is consistent with the treatment of such transfers as completed
gifts that qualify for a deduction for income, gift, or estate taxes, and

(4) whether any of the issues described above also are issues with respect to other forms
of charities or charitable donations.

REQUEST FOR PUBLIC COMMENTS

To assist in performing the required study, the Treasury and the Service request comments on the
specific issues identified above and other issues relevant to the study. In particular, the Treasury
and the Service request comments with respect to the following:
1. What are the advantages and disadvantages of donor advised funds and supporting
organizations to the charitable sector, donors, sponsoring organizations, and supported
organizations, compared to private foundations and other charitable giving arrangements?

191 Joint Committee on Taxation, Technical Explanation of H.R. 4, The “Pension Protection Act of 2006,” as Passed
by the House on July 28, 2006 and as Considered by the Senate on August 3, 2006, (JCX-38-06), August 3, 2006, at
333.
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6.

How should the amount and availability of a charitable contribution deduction for a
transfer of assets to a donor advised fund or a supporting organization, and the tax-
exempt status or foundation classification of the donee, be determined if:

a. the transferred assets are paid to, or used for the benefit of, the donor or persons
related to the donor (including, for example, salaries and other compensation
arrangements, loans, or any other personal benefits or rights)?
the donor has investment control over the transferred assets?
there is an expectation that the donor’s “advice” will be followed, or will be the sole
or primary consideration, in determining distributions from, or investment of the
assets in, the supporting organization or the donor advised fund?

d. the donor or the donee has option rights (e.g., puts, calls, or rights of first refusal)
with respect to the transferred assets?

e. the transferred assets are appreciated real, personal, or intangible property that is not
readily convertible to cash?

What are the effects or the expected effects of the PPA provisions (including the § 4958

excess benefit transaction tax amendments applicable to donor advised funds and

supporting organizations) on the practices and behavior of donors, donor advised funds,
sponsoring organizations, supporting organizations and supported organizations?

What would be appropriate payout requirements, and why, for:

a. donor advised funds?

b. funds that are excepted from donor advised fund treatment by statute or by the
authority of the Secretary, but for which the donor retains meaningful rights with
respect to the investment or use of the transferred amounts?

c. supporting organizations?

d. any other types of charities?

What are the advantages and disadvantages of perpetual existence of donor advised funds

or supporting organizations?

What other types of charitable giving arrangements give rise to any of the above issues?

Section 1226 of the PPA provides that, not later than August 16, 2007, the Secretary shall submit
to the Congress a report on the study. Comments should refer to Notice 2007-21 and be
submitted by April 9, 2007, to:

Internal Revenue Service
P.O. Box 7604

Ben Franklin Station
Washington, D.C. 20044
Attn: CC:PA:LPD:PR
Room 5203

Alternatively, comments may be submitted electronically via e-mail to
Notice.Comments@irscounsel.treas.gov. The comments you submit will be available for public
inspection and copying.

DRAFTING INFORMATION

The principal authors of this notice are Robert Fontenrose of the Exempt Organizations, Tax
Exempt and Government Entities Division, and Susan J. Kassell of the Office of Associate Chief
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Counsel (Income Tax & Accounting). For further information regarding exempt organization
issues contact Mr. Fontenrose at (202) 283-9484 (not a toll-free call). For further information
regarding charitable contribution issues, contact Ms. Kassell at (202) 622-5020 (not a toll-free
call).
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