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I. Arguments for the Obsolescence of Private Foundations. 

A. There is no more estate tax, so the use of private foundations is not motivated by tax 
avoidance. 

B. With or without an estate tax, a donor advised fund (DAF) is a better alternative than a 
private foundation. 

1. A DAF is easier to establish than a private foundation. 

2. A DAF is less costly to establish than a private foundation. 

3. A DAF is less costly to operate than a private foundation. 

4. A DAF can support just about anything that a private foundation could support. 

5. A DAF allows a donor to be anonymous, unlike a private foundation. 

6. A DAF does not have a 5% of asset value minimum annual payout like a private 
foundation. 

7. A DAF is not subject to the 1% or 2% annual excise tax on investment income as 
is a private foundation. 

8. A DAF is not subject to the other private foundation restrictions. 

9. A DAF entitles the donor to a more favorable income tax deduction than does a 
private foundation. 

C. A supporting organization (SO) is a better alternative than a private foundation if a donor-
advised fund will not work for some reason. 
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1. An SO, like a DAF, entitles the donor to a better income tax deduction result than 
does a private foundation. 

2. An SO (other than a type III non-functionally integrated SO) is not subject to the 
5% of asset value minimum annual payout as is a private foundation. 

3. An SO is not subject to the 1% or 2% annual tax on investment income as is a 
private foundation. 

4. An SO is not subject to the other private foundation restriction (except that the 
section 49493 excess business holdings limitations do now apply to an SO that is 
a non-functionally integrated type III SO or a type II SO that accepts certain gifts). 

D. Any existing private foundation should be converted to a donor advised fund or a 
supporting organization. 

1. So long as the DAF or SO has been in existence for 5 years or more, the private 
foundation may terminate without penalty under section 507; the same can be 
achieved by converting an existing private foundation into an SO. 

2. Conversion allows the private foundation to achieve the benefits of DAF or SO 
status listed above. 

3. Conversion allows the current managers of the private foundation to relinquish 
managerial and fiduciary responsibilities to the sponsor of the DAF or to the SO. 

II. The Realities: Reasons Why Private Foundations Will Endure. 

A. Estate Taxes.  

1. Congress did indeed allow the estate tax repeal to take effect for 2010, so that 
we now have a carryover basis capital gains tax structure. The impact of capital 
gains taxes on inherited, appreciated assets will serve, to some extent, as an 
incentive for charitable giving at death. But this situation is likely short-lived, 
because under existing law, estate taxes return with a vengeance in 2011—a 
55% maximum rate (or 60% in some circumstances) and only a $1 million per 
person exemption equivalent. Thus, whatever estate tax motivation that existed 
before 2010 will reappear in 2011, with an increased emphasis, unless Congress 
takes further action. 

2. Political brinksmanship is apparently at work in the Congress: There are 
insufficient votes for a permanent repeal of the estate tax, and Democrats are 
apparently confident of retaining control of both houses of Congress in the 2010 
elections. Thus, there is no political will on the majority side for any compromise, 
since the absence of legislation will mean an even more burdensome estate tax 
in 2011 and future years. 

3. Should some compromise be adopted this year or in a future year, political and 
budget realities suggest that there will still be a significant estate tax (35% or 
higher) for large estates (above $5 million per person) that are the likely sources 
for future charitable bequests of consequence.  
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4. Experience demonstrates that all charitable giving at death is not motivated by 
tax avoidance. Countless examples appear of individuals who have decided that 
societal goals are more important than increased wealth for their descendants, at 
least to a substantial extent, and so charitable bequests will likely continue 
regardless of the state of the estate tax at a given point in time. 

5. Moreover, income tax rates are virtually certain to increase in coming years, and 
the charitable deduction for income tax purposes is believed to be a significant 
motivator for lifetime charitable giving. 

6. Taking these uncertainties into account, the odds are that individuals with 
considerable wealth will continue to apply significant amounts to charitable 
causes. 

B. Donor Advised Funds. 

1. Donor advised funds (DAFs) have experienced a phenomenal success in the 
past two decades. Established either by community foundations or other charities 
or by investment asset managers like Fidelity and Vanguard, DAFs have truly 
become a private foundation substitute for many individuals of modest means 
and even for some of great wealth.  

2. DAFs have asserted that their competitive advantages over private foundations 
include absence of delay in creation, lower administrative costs, higher income 
tax deduction allowances, the absence of an investment income excise tax, the 
absence of a 5% annual minimum payout, the absence of other private 
foundation nuisances such as excess business holdings and self-dealing rules, 
and the avoidance of operational "hassles" like board meetings, minutes and 
grant agreements.  

3. Many of these asserted advantages of DAFs over private foundations are true, at 
least to an extent. However, Congress in 2006 acted to eliminate some of these 
advantages, and may act in the near future to eliminate others. 

a. DAFs are now subject to the excess business holdings limitations of 
section 4943, eliminating this advantage over private foundations. 

b. DAFs, their donors and advisors, are now subject to the excess 
benefits/intermediate sanctions tax penalties of section 4958 that are 
akin to the self-dealing prohibitions for private foundations. 

c. DAFs cannot, as a general rule, make a payment to an individual, so 
compensation for family member advisors is not allowed. 

d. DAFs are not now subject to a minimum annual distribution requirement, 
but the specific determination letters for “second-generation” and later 
DAFs impose a 5% of asset value payout obligation on the DAF as a 
whole, but not on the individual funds. Because many individuals use 
DAFs as conduits for 2- to 5-year charitable gifts, the payout percentage 
of most DAFs as a whole have exceeded 5%. Congress, however, has 
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made noise about requiring a payout for each separate fund rather than 
for the fund as a whole. 

4. In addition to the elimination of some of the advantages of DAFs over private 
foundations, there are a number of circumstances in which a DAF simply does 
not suffice. 

a. Scholarships and educational loans to individuals. 

b. Donor involvement in motivating specific programmatic activities by 
grantees. 

c. Program-related investments. 

5. But the most commonly experienced weakness of DAFs in comparison to private 
foundations is the absence of donor control. 

a. In order for a DAF to be approved as such by the IRS, the sponsoring 
organization must have legal control of decision-making as to grants and 
investments, and that legal control must be acknowledged by the donor. 
As a practical matter, the sponsor will not reject any legitimate grant 
request so long as the grantee fits the pre-established conditions set by 
the sponsor, and many (but not all) sponsors will accept reasonable 
investment recommendations from a donor or donor’s investment 
advisor. Nevertheless, many donors are not willing to accept the 
condition that the board of a sponsor of a DAF, rather than the board of a 
private foundation, have these rights. 

b. Most DAFs impose a two- or three-generation limit on successor 
advisors, although it appears that some allow successor advisors to 
designate their own successors indefinitely. Except for those DAFs that 
allow for unlimited succession, this generational limitation is a significant 
obstacle for many individuals interested in creating a family legacy.  

c. Although the advisors to DAFs can choose to recommend grants among 
any public charities that fit the conditions of their particular DAFs, they do 
not have the flexibility to utilize some of the tools that private foundations 
have long enjoyed, such as grants to individuals for education or disaster 
relief or program-related investments. 

C. Supporting Organizations. 

1. Supporting Organizations (SOs) have indeed been extremely useful charitable 
organizations. SOs are often grant-making organizations that operate in many 
respects like private foundations, but have the income tax advantages of being 
public charities and have the operational advantages of avoiding the application 
of the private foundation excise tax and prohibitions. Many SOs have taken the 
place of foundations in providing an organizational structure for significant 
contributions to be used for universities, hospitals, and other public charities. 

2. SOs suffer in comparison to private foundations in one key area: donor control. 
By law, the donor cannot exercise control over an SO. Moreover, of the three 

                                     4 
 

        www.sutherland.com 



 

  

 

 
© 2010 Sutherland Asbill & Brennan LLP.  All Rights Reserved. 
This article is for informational purposes and is not intended to constitute legal advice.                                                                       

“types” of SOs, two must be under the control of the supported charity or under 
common control with the supported charity, effectively eliminating any substantial 
influence of the donor over the operations of the SO other than in those 
situations where the supported charity expects and acts to induce further 
contributions from the donor by being responsive to his or her wishes. 

3. Historically, the third type of SO—a type III SO that is not “functionally integrated” 
with the supported organization—has been the most akin to a private foundation. 
Although the donor cannot control a type III SO, the donor can have a minority 
voting position on the board of the SO and, by virtue of persuasion and passion 
for the cause, can exert meaningful influence over the activities of the SO. 
Moreover, the type III SO has been able to have multiple beneficiaries, perhaps 
as many as 100 or even more. 

a. Notwithstanding the similarities of a type III SO to a private foundation, 
the SO still suffers from the absence of donor control. 

b. Additionally, the type III SO lacks the flexibility of a private foundation—it 
can make grants only to those public charities named in its 
organizational document, and modifications to that list are limited. 

c. And in 2006, Congress attacked SOs at the same time, and in a similar 
manner, as it attacked DAFs.  

D. The Resulting Comparative Advantages of Private Foundations over DAFs and SOs. 

1. As is evident from the foregoing analysis, control by the donor and his/her family 
or by the creating corporation is the key advantage possessed by private 
foundations. 

2. Experience shows that few donors create private foundations merely to be able 
to have the foundation employ and compensate a lineal descendant. 
Nevertheless, it is helpful in second, third and succeeding generations past the 
donor to be able to provide reasonable compensation and reimbursement of 
expenses to family members whose personal financial situations might otherwise 
discourage their continued involvement in a family-created private foundation. 
That opportunity is not available with a DAF or type III SO. 

3. Many donors currently are interested in a more involved form of charitable 
“investment” than the past practices of “detached grantmaking” of a generation 
ago. A private foundation can accommodate this more involved form of 
expenditures better than can a DAF or SO. 

4. It is accurate to observe that DAFs and SOs do have various tax advantages 
over private foundations—greater range of deductible contributions for income 
tax purposes and the absence of an excise tax on investment income, most 
notably—and these can be the most critical elements in some circumstances. In 
other circumstances, where the retention of majority equity ownership of a 
business is central to a charitable giving objective, the type I or II SO offers 
opportunities that a DAF or private foundation does not. And where anonymity of 
the donor is the most important consideration, using a DAF that allows for this 
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anonymity accomplishes a result that is not possible with an SO or private 
foundation. The principal lesson is that there is no universal “one-size-fits-all” 
charitable vehicle that is superior in all regards. 

5. But there is no need for conflict between proponents of DAFs or SOs and private 
foundations. Many donors find that one form of giving is better for their personal 
situation than another, and many sophisticated and energetic donors combine 
the different forms of giving in order to create, or take advantage of, different 
opportunities. All three tools—DAFs, SOs and private foundations—are valuable 
in the proper circumstances. 

III. The Legislative and Administrative Threats to Private Foundations. 

A. Limited life. 

B. Increased minimum payout. 

C. Socially desirable distributions. 

D. Prohibited compensation. 

E. Elimination of donor control.  
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