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Private Foundations  
 

 Welcome to 2021!  This year is off to a fast and furious beginning.  This year, many clients 
are looking to take advantage of current estate and income tax rules and benefits that may change 
in the not too distant future.  Many clients are shifting their focus to charitable planning designed 
to provide more control over charitable gifts while simultaneously providing a family-oriented 
method to transfer values and financial knowledge to spouse, children, and grandchildren.  Along 
those lines of thought, I would like to introduce you to the Private Foundation. 
 
 With a new President and Democratic control of Congress, many clients are concerned 
about the likelihood of higher taxes.  Just in case you got tired of watching and reading the news, 
the gross Federal debt approached $27 Trillion Dollars at the end of 2020 according to the 
Congressional Budget Office.  President Biden’s American Rescue Act is a $1.9 Trillion Dollar 
economic plan with a massive number of expenditures.  These sweeping changes beg the question 
of what can we expect next, and how is the US Government going to acquire money to pay for the 
mounting debt, not to mention the budgetary items.  
 
 Although the President has yet to establish a clear tax policy, experts (and most clients who 
discuss the matter with us) expect an increase in income tax rates. For example, most expect the 
highest income tax rate to increase to President Obama levels of 39.6% for taxpayers earning more 
than $400,000.   
 
 As a result of the tax concerns, many clients are now considering the benefits of a Private 
Foundation.  This whitepaper provides a thorough discussion of Private Foundations, and is based 
on multiple meetings with clients over the last 4 months.   
 

Initial Considerations 
 
 We believe that Private Foundations are a wonderful planning technique designed to 
maximize control over long-term charitable planning, transfer financial knowledge within the 
family, and instill charitable values within the family.  Nevertheless, the Private Foundation is not 
for everyone.  Initially, we consider if an outright transfer of assets to a charity or utilizing a Donor 
Advised Fund is best for you and your family.  If those two options are not best, or if they fail to 
accomplish goals for your family, then we recommend that you consider the option of establishing 
a Private Foundation. 
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 An outright transfer of assets to a Public Charity is by far the simplest charitable planning 
tool available to anyone.  You obtain a charitable income tax deduction in the year of the gift, and 
the charity utilizes the assets based on guidelines that you can provide to the charity.  This planning 
does not require any legal work unless you get involved with setting parameters for use.  You can 
gift during your lifetime or via your estate plan when you pass away.  You can even name a charity 
as a beneficiary of your tax deferred retirement plan (401(k) or IRA).  The downsides of this 
planning are that the planning is often short-term by nature and you lose control of how the Public 
Charity ultimately uses or allocates your gift.  Also, this planning does nothing to help with 
transferring financial knowledge to your descendants or establishing a long-term family legacy. 
 
 A Donor Advised Fund is a great tool that has somewhat limited the use of charitable trusts 
and Private Foundations.  The Donor Advised Fund plan administrator (e.g. Fidelity or Charles 
Schwab) sets forth the charitable gifting parameters, which typically require that you transfer a 
minimum of Five Percent (5%) of the fund assets to charities every year.  You can gift to the Donor 
Advised Fund every year, and you can name the Donor Advised Fund as a beneficiary of your 
estate plan.  The downsides of this planning are that the plan administrator dictates limitations on 
what you can accomplish.  The Donor Advised Fund can usually only receive liquid investments 
(not real estate or mineral holdings).  The Donor Advised Fund does not create a management 
structure like the Private Foundation, so families find them cumbersome to manage and utilize as 
a tool to convey financial knowledge and instill values with the next generations.  Finally, you 
cannot utilize Donor Advised Fund assets to benefit individuals. 
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 A Private Foundation provides all of the tax benefits of an outright transfer of assets to a 
Public Charity and a Donor Advised Fund, but creates several long-term benefits for the family, 
and provides a much higher level of control over management of assets and gifting of assets to 
charities or even individuals.  

 
Private Foundation 

 
 A Private Foundation is a charitable, not-for-profit organization (typically formed as a not 
for profit corporation) created exclusively for charitable, educational, religious, scientific, or 
literary purposes under Section 501(c)(3) of the Internal Revenue Code that does not qualify as a 
public charity.  As opposed to a public charity that must derive its resources from the general 
public by fundraising, a Private Foundation is typically supported by a single Donor or one 
cohesive family and, of course, the income generated from investing its assets.  
 

 
 

Private Foundations are classified as either Operating or Non-Operating. A Private 
Operating Foundation takes a more hands on approach by creating its own charitable programs 
and investing its assets to manage those programs. For example, the H. E. Butt Foundation is 
classified as an Operating Private Foundation that creates camps in furtherance of their mission to 
support vulnerable communities in Central Texas. A Private Non-Operating Foundation is more 
common, representing 91% of the approximately 97,500 Private Foundations according to IRS 
statistics. The remainder of this paper will focus on the Non-Operating Private Foundation and all 
further references to “Private Foundation” are to the Non-Operating Private Foundation. 
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Following IRS approval,  a Private Foundation may grant resources to individuals, award 
scholarships, and make grants to other public charities that support the Private Foundation’s 
mission. A Private Foundation’s primary activity is making the required annual distributions of at 
least 5% of the Private Foundation’s prior year average net investment assets.   
 
 Directors of the Private Foundation manage the assets and income (if any) of the Private 
Foundation.  The Directors also manage the Private Foundation’s programs, public charities, 
grants, scholarship, and beneficiaries that the Private Foundation supports.  The Directors usually 
consist of family members with input from the team of family advisors such as the financial wealth 
manager, CPA, and lawyer.   
 
 Pulling all of the features together, practically speaking the Private Foundation is unique 
to each family, fosters family inclusion, provides significant control over donated assets, provides 
maximum control over gifting, and from an income tax perspective, permits donors to receive an 
immediate income tax deduction, subject to limitations I will discuss below. 
 
A. Benefits to Creating a Private Foundation. 
 
 A Private Foundation provides multiple benefits to you and your family.  The following 
are 5 key benefits that clients find most interesting and applicable: 
 
(1) Control.  You decide which charities or even individuals to support.  You decide who sits 
on the Board as a Director.  You decide how to invest your donated assets.  You also can transfer 
a wide range of assets to the Private Foundation (e.g. real estate, liquid investments, oil and gas 
holdings, and closely held businesses).   
 
(2)  Family legacy.  You will craft a detailed charitable mission statement for the Private 
Foundation to establish a giving tradition for future generation of your family. This mission 
statement is a wonderful exercise to set forth your family’s charitable goals.  The Private 
Foundation will exist in perpetuity so that your descendants may carry on the family name, fund 
important causes, and support charitable activities that promote your mission statement the long 
after you pass away. 
 
(3) Family Interaction.  A Private Foundation creates a system to easily and simply involve 
your spouse, children, grandchildren, and even in-laws in wholesome philanthropic activity to 
maintain family ties and instill family values.  It also creates a pathway for you, your wealth 
manager, and CPA to establish a tradition of instilling leadership, investment management, 
teamwork, negotiation, and social awareness skills for future generations. The ability to work with 
the team of advisors that you set in place creates significant opportunities for young adults to 
develop “real-life” skills to fast track their career development. 
 
(4)  Current income tax deduction.  You receive a charitable income tax deduction in the year 
that you transfer assets to the Private Foundation, even if you maintain some of the contributed 
assets in the Private Foundation for distribution in future years. 
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(5)  Future estate tax savings.  Any assets (and their future growth) that you contribute to a 
Private Foundation will be excluded from your net worth for Federal Estate Tax Purposes. 
 
B. Limitations Regarding a Private Foundation. 
 
 The most significant limitation regarding a Private Foundation is self-dealing.  Your family 
should not engage in personal transactions with your Private Foundation!  That statement means 
that neither you nor your family may sell assets to the Private Foundation (you can contribute 
assets, but you cannot sell them) or purchase assets from the Private Foundation.  In addition, 
neither you nor your family should receive compensation from the Private Foundation.  Other 
examples of self-dealing include borrowing from the Private Foundation, leasing space to or from 
the Private Foundation for rent, and utilizing assets such as art on private premises. 
 
 In addition to self-dealing restrictions, the tax laws can restrict charitable deductions for 
gifts to a Private Foundation. On December 27th, 2020, President Trump signed into law a spending 
and coronavirus relief bill, which provided that in 2021, the charitable deduction restrictions to 
Private Foundations do not apply!  Although gifting limitations are not applicable for 2021, in 
future years, it is possible that the tax code may limit charitable deductions for gifts to a Private 
Foundation.  Historically, the Internal Revenue Code restricts cash gifts to a Private Foundation to 
30% of Donor’s Adjusted Gross Income (“AGI”) and restricts donations of long-term capital gain 
property to 20% of Donor’s AGI. To contrast with gifts to a Public Charity, the tax code 
historically limits deductions for cash gifts to a Public Charity to 60% of a Donor’s AGI, and 
applies a 30% limit to long-term capital gain property gifted to a Public Charity.  
 
C. Control. 
 
 A Private Foundation provides multiple, yet different layers of control designed to support 
your Private Foundation’s charitable purpose.  
 
(1) Control over management.  With a Private Foundation, you control who serves as 
Directors.  In addition, via the Board of Directors, you can create advisory boards who do not 
possess decision-making authority, but serve to provide input.  The CPA, wealth advisor, and 
lawyer often comprise advisory boards as well as younger family members who you are 
transitioning to a future Director position. 
 
(2) Control over investments.  A Private Foundation can invest in practically any type of 
asset ranging from traditional investments such as stocks, bonds, and mutual funds to specialty 
assets such as investments in other entities to real estate to jewelry to hedge funds.  
 
(3) Control over distributions. One important requirement of a Private Foundation is that it 
must pay out at least Five Percent (5%) of the prior year’s average net assets.  As a Director of a 
Private Foundation, you work with the other Directors to prepare a written evaluation procedure 
to issue any grants from the Private Foundation.  Many clients are excited to find out that Private 
Foundations are capable of providing grants to individuals!  Many clients favor the ability for their 
Private Foundation to individually benefit qualified recipients that further the Private Foundations 
charitable objective (religious, educational, scientific, cultural, poverty, etc.).  Private Foundations 
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can create scholarships, or, as we experienced with the recent winter storm this year, provide direct 
assistance to the needy who qualify for hardship, emergency assistance, and medical distress.  
Although Private Foundations may grant directly to individuals, please keep in mind that the 
overwhelming majority of Private Foundations achieve their philanthropic purposes through grants 
to recognized Public Charities.  Gifts to individuals must be based upon the Private Foundations 
charitable purpose, be carefully documented, and follow procedures approved by the IRS. 
 
D. Term. 
 
 How long do you want your Private Foundation to remain in effect? Commonly, Private 
Foundations remain in effect long after the patriarch or matriarch of the family passes away.   
 
 A well run Private Foundation will continue to further its objectives and provide benefits 
to the family for more than one generation. In fact, a Private Foundation will continue in perpetuity 
so long as it maintains its 501(c) status by supporting its charitable purpose. Failure to satisfy the 
charitable purpose can occur when the assets decrease or the Board of Directors cannot agree on 
philanthropic activities to support.  
 
 At some point, far into the future, if and when the Private Foundation draws to a close, the 
then serving Board of Directors have a duty to dissolve the corporation with the Texas Secretary 
of State and distribute all remaining assets in a manner that supports the Private Foundation’s 
mission. 
 
E. Mechanics. 
 
 Setting up a Private Foundation requires the following 5 steps. 
 
Step One:  We form the Not-for-Profit Corporation.  We also help you create the Bylaws for 
governing your Private Foundation.  We then obtain your Tax ID number for your new Private 
Foundation. 
 
Step Two:  Prepare Form 1023 to submit to the IRS.  IRS Form 1023 is due within 15 months of 
the Private Foundation’s formation date with the Texas Secretary of State. In a very limited 
circumstance, the Private Foundation may qualify to submit a more streamlined application with 
IRS Form 1023-EZ.  This streamlined application is available if you predict the Private 
Foundation’s annual gross receipts will not exceed $50,000 in any of the next three years and the 
Private Foundation’s total assets do not exceed $250,000 in value.  
 
Step Three:  During Step Two, you will create your systems and procedures for awarding grants 
to other charitable organizations or individuals.  We work with you to create those systems and 
procedures.  You also should work with your financial advisor to create an investment policy 
statement for your new Private Foundation.   
 
Step Four: After the IRS approves your Form 1023 or 1023-EZ, the IRS will return a 
Determination Letter from the IRS confirming your exempt status. You may not begin operations 
until you receive the Determination Letter.  The IRS turn-around is typically 6-9 months.    
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Step Five:  Fund your Private Foundation.  Some debate exists regarding timing to fund your 
Private Foundation.  You may fund your Private Foundation in anticipation of receiving the 
Determination Letter; however, if you fund your Private Foundation and the IRS declines to issue 
the Determination Letter, contributions to your Private Foundation are not tax deductible.  Most 
clients will await the Determination Letter before funding.  When you actually transfer assets, any 
donor may transfer assets such as cash, real estate, life insurance, and even private equity to the 
Private Foundation. 
 
F. Reporting Requirements – Tax Returns. 
 
1.   Income Tax Deduction for the Contribution. 
 
 As mentioned above, on December 27th, 2020, President Trump signed into law a spending 
and coronavirus relief bill that provided a major charitable tax break.  This year, there is no 
charitable deduction limit based on your AGI!  You can find your AGI on line 11 of your Form 
1040 (the 2020 version).  The deductibility of the contribution is one important reason that we 
request that you communicate with your CPA about donations to your Private Foundation. 
 

Example 1:  Transfer $100,000 in cash.  Your Private Foundation receives $100,000.  The 
Board of the Private Foundation then invests the donated funds via its investment policy statement.  
The Board then parcels out at least 5% of the donated funds pursuant to its systems and procedures 
for charitable donations.  This year, 2021, as the donor, you receive a $100,000 charitable 
deduction on your income tax return.  Please note that as soon as 2022, that deduction will be 
limited to 30% of your AGI. 
 
 Example 2:  Transfer $100,000 in appreciated, marketable securities.  In this situation, the 
same guidelines set forth in Example 1 apply.  The biggest difference is that perhaps in 2022, the 
donation deduction limits may yet again apply, which then limits the deductibility to 20% of your 
AGI.   
 
 Example 3 – Future Year AGI Limitation.  Using Example 2, in 2024, you donate $100,000 
of appreciated, marketable securities and your AGI is $400,000.  In this situation, with AGI 
limitations on gifting, you may only deduct $80,000 of the $100,000 gift.  You do not lose that 
deduction, but instead you carry that unused deduction forward for the next 5 years.  Even though 
you get to carry the deduction forward, each year we will remind you to visit with your CPA to 
ensure you are gifting within any AGI limitations. 
   
 2. Annual Reporting Requirement of the Private Foundation. 
 
 All private foundations must file an annual return on Form 990-PF, Return of Private Foundation.  
If annual gross receipts are less than $50,000, the Private Foundation may elect to file 
electronically using IRS Form 990-N. In addition, the Private Foundation must file IRS Form 990-
T if the Private Foundation earns gross income from unrelated trade or business during the year in 
excess of $1,000. We feel that it is a good habit to annually file IRS Form 990-T in order to 
minimize the risk of mismanagement and unwarranted notices from the IRS.  
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