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Will Donor-Advised
Funds Revolutionize
Philanthropy?

C. Eugene Steuerle

onor-advised funds may revolutionize
philanthropy by facilitating the process of
charitable giving. Many investment com-

panies—and some trust companies—have begun
to offer the funds, which allow individuals to
give money to fund future charitable activity.
Though the money is donated initially to the
endowment for later distribution to
charity, the donor is immediately
eligible for a charitable contri-
bution tax deduction.

endowments set
aside for charity,

Foundations Considered
Tools for the Wealthy

Foundations have been regarded, rightly or
wrongly, as organizations set up exclusively by
wealthy individuals. This perception is rein-
forced in part by the difficulty of the tax laws that

surround their establishment. Even if the
complexity of these laws has been
exaggerated, it still deters moder-
ate givers. The law contains

Donor-advised funds ' donor-advised funds have twists and turns and inter-
are not entirely new: A sim- many similarities to foun_ locking requirements. For
ilar device to set aside funds dations but do not fa ce the example, a rule on required

has been available for some
time through such organiza-
tions as community founda-
tions. Community foundations,
however, have traditionally had
contact with a limited number of
citizens—nothing on the order of the tens

of millions who own mutual fund assets. The
mutual fund industry is popularizing the use of
donor-advised funds for charitable purposes (see
figure 1), and the community foundations are
expanding their outreach as well.

As endowments set aside for charity, donor-
advised funds have many similarities to founda-
tions but do not face the same rules and restric-
tions that can intimidate would-be foundation
donors. Donor-advised funds introduce a new
ease to the establishment of endowments, calling
into question the often burdensome policies
associated with foundations.

same rules and restrictions
that can intimidate
would-be foundation
donors.

foundation payout rates is
needlessly complex; an
excise tax on investment
income can actually penalize
charitable activity; and the tabu-
lation of income and expenses varies
depending on whether items can be counted
toward meeting some standard, such as the mini-
mum payout.

The 990PF forms used to report annually to
the Internal Revenue Service (IRS) are a night-
mare for the uninitiated—and there are no sim-
plified versions for small foundations that make
only an occasional grant. The IRS has never
taken even the most basic steps to ease the
reporting process, such as electronic filing. Per-
haps the one exception to this lack of help for the
smaller endowment has been the attempt on the
part of some organizations, such as The Invest-
ment Fund for Foundations (TIFF), to provide
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smaller charities with the investment
opportunities available to larger ones.

Because of the difficulty in estab-
lishing foundations, many financial
advisers have recommended against
forming them unless the amount to be
given is substantial enough to make it
worthwhile. The cost of advice alone,
including legal and accounting fees,
eats away at the foundation’s potential
charitable activities.

A New Democracy of
Giving

The entry of the mutual fund
industry into the realm of charitable
endowments may democratize en-
dowed giving by making it a manage-
able process for people of average
means. Many donor-advised funds
accept a minimum endowment of as lit-
tle as $25,000—a far cry from the hun-
dreds of thousands thought by many to
be needed for foundations.

With donor-advised funds, the
mutual fund industry has not only
pulled down many of the hurdles to set-
ting up an endowment, it has shortened
the track as well. Donor-advised funds
have almost no filing requirements, and
the few that exist are handled mainly by
the mutual funds themselves. “Donor-
advised funds,” former IRS Commis-
sioner Fred Goldberg stated, “...move
very much in the direction of ‘simplifi-
cation’ in the sense that they put record-
keeping burdens, reporting burdens, on
institutions that are more able to carry
those responsibilities, and can achieve
economies of scale and efficiency in
discharging those responsibilities.”! At
the same time, the endowments avoid
the excise tax on foundation invest-
ment income and minimum payout
rates, although Fidelity and other
investment companies may voluntari-
ly ensure that some minimum is
donated to charity.

The vast expansion of different
forms of retirement plans, such as
401(k) plans, profit-sharing plans, and
similar vehicles, makes it especially
simple for an individual to transfer pay-
ments out of a plan directly into a

Figure 1
Assets of Selected Donor-Advised Funds
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donor-advised fund. Once the endow-
ment is set up, a transfer of money into
the fund may require little more than a
phone call to the mutual fund handling
the retirement plan.

The democratization of endow-
ment giving is an exciting prospect. It
offers many possibilities for families
who wish to pass giving habits down
through generations. It simplifies the
means by which individuals can set
aside portions of their income for chari-
table purposes—hopefully encouraging
a higher, more sustained rate of giving
among individuals who might other-
wise contribute inconsistently.

Overregulating
Foundations

The regulations for foundations
are complex and, more importantly,
intimidating—a fact that has grown
more obvious when the regulations on
foundations have been compared with
the simple regulations governing
donor-advised funds. One of the most
burdensome of the foundation regula-
tions is the excise tax.

The tax was put into law with the
stated intent, at least in some congres-
sional documents, of financing the
IRS’s monitoring of the charitable
sector. The money collected, however,
has always been well in excess of the
cost of all IRS monitoring efforts.
Moreover, this money was never ded-
icated to the administrative function
of the IRS’s Employee Plans/Exempt
Organizations operation but was
instead transferred to general rev-
enues. The recent IRS restructuring
further unlinks this funding from its
intended function.

In many ways, the excise tax vio-
lates standards of efficiency and equi-
ty and can only be understood as a
penalty developed to punish the past
abuses—real or perceived—of foun-
dations. IRS officials, however, have
given foundations high marks recent-
ly and have indicated that private
foundations are less likely to be an
area of the charitable sector requiring
enforcement resources.

While the excise tax is not huge,
it is a nuisance, especially for smaller
foundations. It violates standards of




simplicity in taxation that call for lim-
its on the number of taxes imposed by
the state. The tax formula penalizes a
foundation if it does not currently pay
out a percentage of assets in excess of
what it paid out in the recent past.> A
foundation that temporarily sets a
high payout rate is likely to pay a
penalty if the rate is not maintained in
the future.

The minimum payout rule, which
requires an average of 5 percent of net
worth to be donated annually, legally
applies only to foundations. While
anti-accumulation policies are use-
ful—they deter foundations from for-
ever building up their power relative
to other institutions and ensure that
charitable causes are served—their
current design limits flexibility.

For example, accumulated assets
could achieve a longer-term purpose.
Funds that are built up over time could
allow a lump sum, rather than a series of
smaller contributions, to be donated. In
addition, an endowment may want to
see what a donee does with small con-
tributions before donating a large
amount of money. To provide such
options, policymakers should consider
modifying the traditional payout rule so
it puts less emphasis on annual giving
and more on long-term giving.

Current foundation practices that
rely, correctly or not, on the minimum
payout rule also tend to encourage
increases in giving when the economy
is strong and reductions when the econ-
omy is weak—just the opposite of what
one might expect.

Regulating Donor-
Advised Funds

Policymakers and financial institu-
tions are grappling with how best to
regulate donor-advised funds. For the
sake of consistency, some suggest
applying regulations traditionally de-
signed for foundations, despite the fact
that doing so might hinder the charita-
ble potential of donor-advised funds.

Since the excise tax is hard to jus-
tify even for foundations, there is little
case to be made (other than a legal bent

for consistency) for extending it to
donor-advised funds. If Congress is not
willing to get rid of this tax but wants to
provide consistent treatment, it might
extend the benefits of nontaxation to
those foundations that resemble simpler
donor-advised funds, allowing the type
and degree of giving to determine the
extent of regulation.

The success of donor-advised
funds depends largely on whether or not
the public trusts that these funds will
not be abused. Some regulation will be
necessary to achieve this trust. So while
the debate about how to regulate
donor-advised funds proceeds, the
institutions offering the funds should
take initial steps to minimize the pos-
sibility of abuse. The amount of
future regulation can be minimized by
setting standards now, so that when
(and if) policymakers decide to act,
they can simply refer to the reason-
able practices already in place.

For example, some financial insti-
tutions (such as Fidelity) have voluntar-
ily established an anti-accumulation
policy, or payout rule, for donors as a
group. At the same time, when the
donations from one donor-advised fund
can be mingled with those of another,
there is significant leeway for any one
donor-advised fund to keep a very low
payout rate for a long period of time.
Thus, the monitoring required to ensure
that the donor-advised fund’s flexibility
is not abused may be provided by the
private institutions themselves.

A more difficult regulatory issue
sometimes raised is the inconsistent
monitoring of the quality of the char-
itable organizations that are given
donations. Community foundations
often claim that they do more to
assess a donee’s worthiness than do
mutual fund organizations, but not
because it is required of them. The
problem is that no one has developed
a way to regulate screening that
would not place an undue burden on
charitable organizations.’  Finally,
some filing requirements (such as
lists of grants and contributions) need
to be made uniform among founda-
tions and donor-advised funds. But all

regulations should keep reporting to a
reasonable minimum.

A New Way to Give

Donor-advised funds allow a wide
range of people to establish small
endowments—a development with
exciting prospects for the future of phil-
anthropy. However, donor-advised
funds not only introduce a new way of
giving, they also force a reevaluation of
past practices. Because donor-advised
funds are treated so differently from
foundations on questions ranging from
filing requirements to expenditure poli-
cies, we must take a closer look at reg-
ulations that may be hindering giving
rather than encouraging it.

The development of donor-advised
funds should not be pushed off course
by a drive toward needlessly complex
rules simply for the sake of consistency
or by a laissez-faire attitude toward reg-
ulations that may encourage abuse or
the perception of abuse. All parties
involved—Congress, the Treasury, the
IRS, private and community founda-
tions, and the mutual fund industry—
must work together to establish the bal-
ance between regulation and flexibility
that nurtures the philanthropic potential
of the nation.

Notes

This brief is based on “Economic
Perspectives,” Tax Notes, January 4
and January 11, 1999.

1. See edited transcript of the
July 31, 1998, American Bar Associa-
tion (ABA) Exempt Organization
Committee Meeting, Doc. 98-30340
or 98 TNT 198-45.

2. Steuerle, Eugene, and Martin
Sullivan. Fall 1995. “Toward More
Effective Giving: Reforming Tax
Rules for Charitable Contributions
and Charitable Organizations.” Amer-
ican Journal of Tax Policy 12 (2):
399-447.

3. For further detail on variations
in practice, see comments by Victoria
Bjorkland in the edited transcript of
the July 31, 1998, ABA Exempt Orga-
nization Committee Meeting.
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