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Philanthropy 101: Donor-Advised Funds
by Elfrena Foord, CFP®

Donor-advised funds are a simple, affordable and flexible charitable-giving tool that are within the reach of many
Americans. Yet financial planners often avoid discussing this topic with clients because of the complexities that
can be associated with a charitable-giving program. This article takes the mystery out of donor-advised funds by
describing the ways in which these funds can be set up, where to find sponsoring organizations for a fund,
guestions to ask a sponsoring organization, and the advantages and disadvantages that clients should consider
before deciding if a donor-advised fund meets their philanthropic objectives. Costs, tax implications and family
considerations surrounding donor-advised funds are discussed and a comparison between donor-advised funds
and private foundations is provided.

Elfrena Foord, CFP®, is a partner with Foord Van Bruggen & Ebersole Financial Services in Sacramento,
California. Her firm’s Wealth & Beyond Program™ has a specialty in working with clients’ philanthropic issues.

Charitable giving is an easy subject to avoid when advising clients, especially given the complexities that can be
involved. Before pushing the subject to the sidelines, consider a simple, affordable charitable-giving tool: donor-
advised funds. With minimums starting at $10,000, these funds are within the reach of many charitable-minded
Americans.

Donor-advised funds have gained in popularity because they offer an organized, inexpensive and flexible way to
give to charities. As evidence of their increasing popularity, donor-advised fund assets jumped from $2.4 billion in
1995 to $12.3 billion in 2001, according to the Chronicle of Philanthropy.l (See Table 1.)

TR BLE 1

Donor-Advised Fund Assets

Total Assets | Grants Pald | Number
Vear | Oin Bllllens) | (inBillions) | of Domors

1995 524 0.5 N
1995 57.5 £1.2 27,902
000 511.3 516 A5 E53
2001 5123 520 53,175

What Is a Donor-Advised Fund?

A donor-advised fund is just what the name implies: the donor contributes cash or assets to a public charity that
sponsors and sets up a donor-advised fund. This public charity is called a sponsoring organization. Minimum
contributions can be as small as $10,000.

The donor receives up to three tax benefits from making the donation: an immediate income tax deduction,
avoiding capital gains taxes if the gift is appreciated property, and a reduction of the gross estate by the amount
of the excluded asset. The sponsoring organization does all the legal, philanthropic and accounting work. This
allows the donor to focus his or her energy on grant-making functions, although even this activity can be
delegated if the donor so desires.

Typically, the donor recommends which charitable organization will receive grants, when such grants will be
distributed, and the amounts. However, the sponsoring organization has the final approval on the grants because
certain guidelines must be followed, such as making sure that the contributions go to qualified nonprofit
organizations.

Investment choices vary greatly among sponsoring organizations. Some may allow the donor’s investment
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advisor to manage the money, while others require the donor to select from the investments offered through the
sponsoring organization’s program. At the opposite extreme, a sponsoring organization may give donors no
choice, as they must use the sponsoring organization’s program.

Endowment Versus Non-endowment Funds

Two approaches can be used when granting money to donor-advised funds: endowment or non-endowment. In
most cases, it is up to the donors to decide how they will grant the money, although some community foundations
require donors to choose one or the other.

1. Endowment. The distinguishing characteristic of an endowment is planned longevity of the fund. The
donor contributes the asset (such as cash, securities or property) to a donor-advised fund and awards a
yearly amount to charities from the earnings, usually five percent, with any additional earnings
accumulating in the fund. The goal is for the fund to continue in perpetuity, distributing income each year.
This appeals to many donors because it creates a family legacy for charitable giving or allows giving to a
cause the family holds dear for years into the future.

2. Non-endowment. The donor contributes the assets to a donor-advised fund and grants to the charities as
much or as little (assuming the minimum distribution amount is met) as the donor wants each year. The
fund can last for a short or a long time, and the donor can sprinkle grants to many causes or focus on one
cause.

Where Are Donor-Advised Funds Found?

Donors can search four arenas for these types of funds:

Local community foundations. Community foundations are established in over 600 major cities in the United
States for the express purpose of providing local residents with a structure that makes it easy to give to
community causes. Certain grant-making support services may be provided to the donor by the foundation, such
as providing information about current work in an area that the donor is interested in affecting. Therefore, local
community foundations can be an excellent place to start investigating whether there is a good match between
the client and a donor-advised fund.

The popularity of donor-advised funds sponsored by community foundations can be seen by looking at Table 2,
which summarizes information provided by 200 U.S. community foundations that were surveyed in 2000.2

Commumity Foundation

Donor-Advised Funds ([DAFs)

I Fis cal Year

Total Munsher of OAFs 15213
Asmets in DAFs 55.2 billlon
Mumsbhar of GHtstoDAFS AL553
Walirn of Giftsto DAFs 574 bldllliom
Murmhar of Grantsfrom DAFS 05153
Walwo of Grants froam D &Fs - 5595 mudlllon
Murmher of Mew DAFs Creatod LED

Nonprofit organizations. Because donor-advised funds are becoming so popular, many nonprofit organizations
have set them up to capture more charitable dollars. The organization may have a narrow focus, such as a donor-
advised fund that allows the donor to name a scholarship recipient, or a broad focus, such as world peace or
Christian-based philanthropy. (An example is the Christian Community Foundation.) Obviously, the organization
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will restrict the giving options to its own purposes.

A client’s strong leaning toward a specific charity would be the starting point to explore a donor-advised fund in
that organization. But an outright gift may be a more appropriate choice in this situation. A donor-advised fund
would make sense only if the donor wanted to establish an endowment-type fund to continue in perpetuity. For
example, a Rotarian who wants to leave a legacy could establish a donor-advised scholarship fund in his or her
name through the Rotary Club.

Commercial sponsors. Many mutual fund companies and brokerage firms have donor-advised funds.
Bloomberg Personal Finance magazine recently featured 27 such sponsors.3 Vanguard ($25,000 minimum) and
Fidelity ($10,000 minimum) are examples of mutual fund families that will set up donor-advised funds, but they
typically take only cash and marketable securities. Brokerage firms such as Schwab also have donor-advised
funds.

With commercial sponsors, donors must use the institution’s mutual funds for the investments. Grants are made
on the commercial entity’s letterhead and the donor’'s name is mentioned as the contributor. No advice is given
regarding grants, so this approach works best for people who clearly know to whom they wish to give.
Nevertheless, philanthropists are finding commercial sponsors a viable option, as illustrated in Table 3.4

The Five Largest Commercial Sponsors of Donor-Advised Funds

Assets [ Milllons]
- 2001 2000
Fidality lrw estment s Chadtable Gt Fund  szeon| 52,800 10.48%
" szt domal Philanthropdc Trust 8316 235 e
Wamguard Charitablo Endowment Program 5289 S171 EB.5%
& co Charktable Foundation 5185 $162 203%
Sehwwab Fundfor Charitable Ghelng 5140 52 12555

Independent sponsors. A popular independent sponsor is the American Endowment Foundation. Started in
1992, it has 250 funds and has received over $65 million in contributions. Because this organization does not
manage money, donors can recommend their own money manager or advisor to make the investments. The
American Endowment Foundation accepts a wide range of assets and a fund can start with as little as $10,000.
Its fee is 1 percent a year or as low as .25 percent for funds over $2.5 million. (The advisor who manages the
investment would charge an additional money management fee.) All donors have their own letterhead. In this
way, the donor has the appearance of a private foundation, but without all the work.

Another independent sponsor is an alliance between National Philanthropic Trust, started in 1996, and Giving
Capital, its administrator organization. The alliance offers investment options through a variety of mutual fund
companies and investment management firms. The minimum contribution is $25,000, and there are three fees: a
charitable administration fee of .75 percent for accounts under $1 million; an investment fee of 1.00-1.75
percent, depending on the size and type of investments; and a $25 annual account fee.

A new independent sponsor is MycfoFoundation, established in 1999 by retired Internet company executives for
their own philanthropy. The minimum is $100,000, and a donor chooses among seven investment options.

Investment Options

If donors expect to operate a donor-advised fund for years or over generations, they usually care about how the
money will be invested. Following are the four options that sponsoring organizations offer.
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Broad investment choices. A few sponsoring organizations allow donors and their advisor the ability to choose
their own investment portfolio. Guidelines and oversight for the investments used are set up by the sponsoring
organization.

Mutual fund choices. Some commercial sponsors and some community foundations offer donors five to ten
mutual funds from a family of funds. A donor can choose from this group and can change the mix over time.

Pools of mutual funds. Sponsoring organizations, usually mutual fund companies, put together a mix of mutual
funds into a set group, called an investment pool, that ranges from conservative (bonds, money market) to
moderate (stocks and bonds) to aggressive (all or mostly stocks). The ability to change the pool selection varies
from annually to anytime.

No investment choice. Many community foundations require donors to use their investment management
program for their donor-advised funds. In these situations, planners and clients research the program’s style of
management and track record. For donors who are not interested in investment management, not having a
choice could be seen as an advantage.

Important Questions

It is important to keep in mind that not all sponsoring organizations operate in the same way. Here are some
guestions to ask:

. What assets will you accept? Appreciated securities? Real estate? Artwork? Life insurance policies?
Limited partnerships?

. What is the minimum to set up a named fund?

. What restrictions do you have on grants? For example, do you allow the donor to grant donations outside
the city, state or country? What is the minimum grant amount?

. What flexibility do you have with regard to investments? Are outside investment advisors permitted?

. What are the fees? There could be as many as three fees: a sponsor administration fee, an investment
fee (both are usually asset-based) and an account maintenance fee.

. What services do you offer?
(1) Stationery with fund name such as “Smith Foundation Fund” on the letterhead?
(2) Grant-making support?
(3) Interaction with the charity supported by the donor, such as the donor delivering the grant money?
(4) Option to remain anonymous or be publicly featured as the grant maker?
(5) Amount of staff service available to help the donor decide where to give?

. Does the fund continue in perpetuity or does it stop at the donor’s or the spouse’s death?

Table 4 compares the four types of sponsoring organizations.
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Sponsors of Donor-Advised Funds

__ Conamun ty Bonprof it Commnaseroal Inedzpendant
| Foundation Organization Sponsor Sponsor
.65 =1.75% | Wsualty Noma | \E5 = 27 5% | 25=1%
{Lowrer as Slxe [Lwrer as Slzo
| Goeslip) oS Lp)
Mindmum 10000 525,000 510,000-55040, 000 rE'II:I.IIII:II:I-SII:HII.I:HIIIII
dmecstmants | Organizion- - Organization Fleihllty Whhin | Fnandal Adviser
Dlrected or ‘Manages Mt ual Fumd Managesar
Donor:Dinee od of Brokerago Flexibla% Hthin
| Struet umn aStriturs
Sevices ‘Can Bo Minimal Might crMight Mt | Dlstilbutes Chodks | Olstribates Chedks
or Extansh e Allow Input to Chattles; to Charhdes
on (Grsnt Mo Helpte Oenor | Mo Helpto Donore
Acceptable | Broad Chodces | Cash, Marketable | Cash, Matketable | Amything
Assels Soourtles Seouriics

Advantages of Donor-Advised Funds

As you and your client explore whether a donor-advised fund might be appropriate, consider both the advantages
and disadvantages. Let’s begin with the advantages.

Low contribution minimums by donor of $10,000 and up. This makes it an affordable tool for most charitably
inclined people.

Easy to set up. There are no complicated legal documents. A short, four- to six-page, fill-in-the-blank form is
typically all that is necessary to set up a fund.

Cost efficient. No legal or accounting fees are required to start a fund. Usually, the sponsoring organization
charges an administration fee ranging from .45 percent to 2.75 percent for a $100,000 account (less if the
account is larger). Some commercial sponsors require the donor to use the organization’s mutual funds for the
investment, so there would be internal mutual fund fees. If the donor retains an advisor to manage the assets,
there could be an additional money management fee.

Simple. Charitable giving can be very complex, but with donor-advised funds, the donor only has a few decisions
to make:

. What assets to contribute—cash, highly appreciated securities, private stock? (This assumes the tax
planning has been done and the asset to be contributed makes tax sense.)

. Do the donors care which investments are used for their charitable dollars? Do they want investment
flexibility?

. What type of charities? Should they be local, national or international?

. Should the fund continue in perpetuity? Should the children assume grant-making responsibilities when
the donors are no longer able?

. Which sponsoring organization will best accomplish the answers to the questions above?

Tax benefits. Once an asset is given to a donor-advised fund, an immediate income tax deduction is taken.
Because there is no income received by the donor, the deduction is for the fair market value of the asset. This
includes highly appreciated assets, which means that the donor does not pay tax on the capital gain of that asset.
In cases where the charitable contribution exceeds the income ability to absorb it, carryovers of unused
charitable contributions can go forward five years. In addition, the donated asset is out of the estate, so there
could be estate tax savings if the estate is large enough. Finally, because donor-advised funds do not pay taxes
yearly (unlike private foundations, which pay one to two percent yearly), the money grows faster than it would
outside a charitable fund.
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Screening services. Qualified charitable 501(c)3 charitable organizations, public charities, private operating
foundations, and most religious organizations and educational institutions are eligible to receive a distribution
from donor-advised funds. The sponsoring organization of a donor-advised fund will verify that the charities are
qualified, whereas private foundations must verify eligibility themselves.

Flexible. Some charitable entities must distribute money yearly. If a donor is not ready to distribute to specific
charities, a donor-advised fund is the perfect place to put a yearly distribution for later decision making. Added
flexibility is provided by those sponsoring organizations that do not have a minimum distribution amount per
charity (some do). In addition, a donor-advised fund can be set up to give to multiple charities simultaneously.
The fund also can gift to certain nonprofit beneficiaries one year and different ones the next year.

Grant-making support. Some community foundations supply information on the activities of various charities
and how to choose charities for grants. This can be invaluable for donors needing guidance. Most other
sponsoring organizations do not offer this type of assistance, however, leaving donors on their own for grant-
making decisions. Local community foundations also offer the opportunity to be part of a local philanthropic
community and perhaps participate in collaborative philanthropy with other donors and local charities.

Enhanced image. Some local community foundations (for funds over a certain amount, such as $500,000) as
well as some independent sponsors use letterhead with the donor-advised fund’s name when sending grants to
charities. Thus, a donor can choose to have a high profile as a grant maker.

Ability to give anonymously. If a donor wants total anonymity, the sponsoring organization can make the
contribution while the donor directs the amount and the recipient.

Legacy of family philanthropy. A donor-advised fund that is set up to give only income can continue in
perpetuity, involving later generations in philanthropy.

Parenting tool. Donor-advised funds that involve both parents and children in grant-making can be a rich
training ground to pass on family values and establish a tradition of family philanthropy.

Easy decision-making structure. A donor is involved in all decision-making, unlike a private foundation whose
board must be consulted, which can be a time-consuming process.

An alternative to a bequest. A straight bequest to a donor’s favorite charity is always an option, but a donor-
advised fund offers the possibility of an ongoing legacy that is not available with a yearly bequest.

Ability to receive donations from private foundations. Private foundations must distribute five percent of their
income yearly and, if they have not made a decision on a specific charity, they could give the five percent to a
donor-advised fund for later decision-making. This is also a good system to use for the yearly distribution from
charitable remainder trusts or charitable lead trusts. In addition, private foundations that want to terminate can roll
their assets to a donor-advised fund.

Disadvantages of Donor-Advised Funds

When considering donor-advised funds, also make your clients aware of the potential disadvantages.

Lack of control—grant-making. The donor can recommend to the sponsoring organization the charities to
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which he or she wishes to make grants, but the organization has the final say over the distribution. If a valid
charity is recommended, the recommendation will be followed. However, the donor does not have ultimate
control of the funds.

Lack of control—investments. Investments typically can be selected from a prescribed list of options, but some
sponsoring organizations do not offer a choice. The donor must use the system the sponsoring organization
provides.

Lack of flexibility. Some people like to grant beyond the local area in which they live, but some donor-advised
funds, such as those through community foundations, restrict the amount that can be granted outside the local
area.

No income. Donor-advised funds are not a technique to be used if the donor wants income from the donated
asset. If income is a priority, the donor should consider vehicles such as pooled-income funds or a charitable-
remainder trust.

No ability to hire staff. Because all work associated with donor-advised funds is done by the sponsoring
organization, the donor cannot hire themselves or family members to do the work as they might with a private
foundation.

Numerous choices. Because there are many ways to set up a donor-advised fund, the donor and his or her
advisor must sort out the options and select the best fit.

Donor-Advised Funds Versus Private Foundations

Although private foundations have been written about more than donor-advised funds, the latter can offer
advantages to both small and large donors, compared with private foundations.

In essence, donor-advised funds are simple to start and run, and have grant-making as their main focus. Private
foundations allow the donor to have more control and visibility, but more work and cost are involved. Table 5
compares the two.
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Donors should weigh the following factors when choosing between a private foundation and a donor-advised
fund:

Size of initial contribution. Opinions vary on this subject, but most experts agree that donors with $5 million or
more to contribute should consider a private foundation, while donors with $1 million or less may be better
advised to consider a donor-advised fund. A typical administration fee charged for $1 million donor-advised fund
would be one percent, which would cap yearly expenses at $10,000.

Desire for control. A wealthy donor, particularly an entrepreneur, often likes the control that a private foundation
offers. In addition, there may be opportunities for family members to work in the foundation and be paid by the
foundation. Expenses for family meetings to do the foundation governance and grant-making can be covered.
Attorneys, CPAs and investment brokers all can be handpicked. A key question, however, is how well the
foundation will run after the initial donor is gone.

Desire to be visible. All private foundations are public record. One benefit of a foundation with the family name
on it is prestige.

Tolerance for complexity. If a family can deal with tax, legal and financial matters, a private foundation makes
sense. If not, a donor-advised fund is a simple alternative.
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Functionality of the family. How well does the family function in terms of its decision-making capabilities? If the
family is not strong in this area, grant-making may be all the family can handle and a donor-advised fund may
make more sense than a private foundation.

Case Examples

Flexibility is the hallmark of donor-advised funds. Here are three illustrations of how these funds were used in
different situations.

. A family had been doing “checkbook philanthropy”—uwriting many checks to many organizations—up to a
yearly total of $25,000. The family used a donor-advised fund to accumulate funds and to research one or
two projects to which they could contribute and have more impact.

. A family wanted to have a broad-based giving spectrum and become a part of an organization that could
help them network with community needs. They chose a donor-advised fund at their local community
foundation, which had over 200 other donor-advised funds and a staff with an abundance of grant-making
experience.

. A donor who set up a private foundation was wise enough to realize that over time, his family could run
into problems in trying to manage the foundation. To remedy this potential situation, he set up conditions
within the private foundation document to require that the foundation be rolled into a donor-advised fund if
irreconcilable disagreements arose among family members.

As these examples illustrate, donor-advised funds can solve a range of needs. Advisors who are versed in this
option can offer clients a valuable service. Advisors with this expertise typically can be located by contacting
community foundations or independent donor-advised fund sponsors. From there, the applicability of donor-
advised funds to individuals’ and families’ charitable-giving intentions and dreams is limited only by one’s
imagination.

Endnotes
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For More Information

American Endowment Foundation, (888) 440-4233, www.aefonline.org

Christian Community Foundation, (719) 447-4715, www.thefoundations.org

League of California Community Foundations, www.lccf.org

MycfoFoundation, (877) 692-3611, www.mycfo.com

National Philanthropic Trust & Giving Capital, (215) 277-3030, www.givingcapital.com
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