
 

 

EMPOWERING GENEROUS FAMILIES TO 
DO SIGNIFICANT THINGS 

ESTABLISHING A FAMILY FOUNDATION 
 

In the field of philanthropy, the term foundation by itself has no precise meaning. 
However when confronting the creation of a foundation, nearly everyone is seeking two tax 
advantages:  they want the organization to be exempt from taxation and they want donors to the 
organization to be able to treat their donations as tax deductible contributions.  Though the tax 
code has some very specific regulations regarding the operation of foundations, there are really 
four or five different types of tax-exempt organizations which can be considered a foundation 
underneath the tax code.  These various types of foundations are either structured as "private 
foundations" or as "public charities".  For a family that wants to establish a foundation there are 
primarily three alternatives: 
 
  1. An independent, private foundation 
  2. A community foundation 
  3. A supporting organization foundation 
 
I will briefly discuss the advantages and disadvantages of each. 
 
INDEPENDENT, PRIVATE FOUNDATION 
 
 The independent private foundation is usually organized as a nonprofit corporation and is 
sometimes referred to as a non-operating foundation because it usually does not operate directly 
any charitable services or activities.  There are approximately 23,000 independent private 
foundations nationwide with assets ranging in size from under $100,000 to over $4 billion.  
Most, but not all, have their funds usually obtained from a single source:  individual, family or 
corporation.  They are, therefore, not dependent upon public support and are not active 
fundraisers or grant seekers. 
 
 Although the private foundation may operate its own charitable activity or service 
directly, the bulk of its budget each year usually is applied to grants to other charitable 
organizations which in turn provide the services or activities to the public.  Because of the 
private control which exists in a private foundation the Internal Revenue Service has placed a 
regulatory system on private foundations to limit certain types of activities.  The following is a 
brief summary of these regulations which are imposed on independent, private foundations, but 
not on public charities: 
 
1. 2% excise tax on investment income.  In order to pay for the additional cost of auditing 
and monitoring private foundations, the law requires each private foundation to pay an annual 
excise tax of up to 2% of net investment income. 
 
2. Tax on acts of self-dealing.  A private foundation is generally prohibited from entering 
into any financial transaction with certain related persons defined in the law as "disqualified 
persons". 



 

 

 
3. Tax on failure to meet minimum payout.  Every private foundation is required to pay 
out annually an amount equal to 5% of its net investment assets in the form of qualified 
distributions. 
 
4. Tax on excess business holdings.  In general, private foundations are specifically 
prohibited from controlling any business. 
 
5. Tax on jeopardy investments.  The law also prohibits any investment by a private 
foundation which may jeopardize the carrying out of its exempt purpose. 
 
6. Tax on taxable expenditures.  In addition to the regulation of foundation operations 
listed above, Congress also set out a list of restrictions on certain types of grant activity.  These 
restrictions generally require private foundations to distribute only to recognized 501(c)(3) 
public charities. 
 
 A C corporation can distribute up to 10% of its taxable income to an independent, private 
foundation.  An individual can deduct up to 30% of his or her adjusted gross income each year 
for contributing to a private foundation as opposed to 50% for a public charity.  Donors receive a 
tax deduction for the fair market value of publicly traded stock which is contributed to a private, 
independent foundation, however for closely held stock the deduction is limited to the donor's 
cost basis.  This can create a significant disadvantage for the family members who want to start 
the foundation by making a contribution of closely held stock and then have the corporation 
redeem that stock from the foundation. 
 
 However, if the family plans to contribute cash each year, which is less than 30% of its 
taxable income and the foundation will be distributing most of its assets each year to recognized 
501(c)(3) charities, then the independent private foundation can be an acceptable alternative and 
the extra regulations may not prove to be a problem.  The cost of setting up a private foundation 
usually runs between $10,000- $20,000 depending on the size and activities that donors want to 
pursue.  There are also annual expenses for the private foundation which include bookkeeping, 
tax reporting and returns, state filings, etc. 
 
COMMUNITY FOUNDATION 
 
 The family foundation can also take the form of a separate account within a community 
foundation like New Horizons Foundation.  Community foundations develop, receive and 
administer project and endowment funds from private sources and manage them under common 
control for charitable purposes.  By pooling resources, a community foundation can support one 
joint staff and take advantage of the obvious economics of scale.  When you fund a project with 
a community foundation, your charitable goal becomes the community foundation's goal as long 
as it falls within the legal parameters allowed by the IRS and the policies established by the 
board of directors of the community foundation. 
 
 The community foundation is a public charity and therefore donors take advantage of the 
most liberal, charitable contribution rules available under the IRS code.  The community 
foundation is not subject to any of the regulatory system which has been described above for the 



 

 

independent, private foundation.  C corporations can give up to 10% of their taxable income to 
the community foundation and receive a deduction.  S corporation shareholders will be able to 
deduct up to 50% of their adjusted gross income for corporate contributions to the foundation.  
Shareholders of a C corporation can contribute appreciated, closely held stock to the community 
foundation and receive a tax deduction for up to 30% of their adjusted gross income each year 
which can be carried forward for up to five years.  The charitable deduction will be based on a 
fair market value of the closely held stock and not on the cost basis which is the case with the 
private foundation.   
 
 The family accounts within a community foundation are known as "Donor Advised 
Funds" which means that the corporate donor may advise the foundation on how the money is to 
be distributed, and in most instances the community foundation will follow the donor's advice.  
The Donor Advised Funds at New Horizons Foundation can give to needy individuals or projects 
and not just to recognized charities which is an advantage over independent private foundations.  
The community foundation is a good way to reduce administration and accounting expenses as 
those services are provided by the foundation for a nominal fee.  There are currently more than 
300 community foundations operating throughout the country.  Generally, they are restricted to a 
specific geographic community, but New Horizons Foundation can accept funds for distribution 
outside the area.  Community Foundations can also serve as the recipient of charitable trusts, 
insurance gifts and bequests which provide funding after a donor's death. 
 
SUPPORTING ORGANIZATION FOUNDATION 
 
 The supporting organization is a public charity organized and operated under section 
509(a)(3) of the IRS Code.  A supporting organization attaches itself to or supports another 
public charity or series of public charities and acquires its public charity status from the 
organizations which it supports.  Although the rules for qualifying as a supporting organization 
are complicated, this option has demonstrated broad flexibility and has been adapted to a 
multitude of different situations.  Its unique feature is that it avoids all the rules governing 
private foundations and yet it is not required to meet a public support test.  Its one drawback is 
that generally some donor control must be relinquished to the organization's (charities) it 
supports.  Normally it is expected that some of the charities that will be supported will be named 
specifically in the governing instrument by name.  However specific identification can be 
avoided by identifying beneficiary organizations by class or purpose so long as other more 
technical tests are also met.  The charities selected by the supporting organization board must 
supply a majority of the board members for the foundation.  Listed below are several 
characteristics often present when this option is chosen: 
 
 * The Donors are usually still alive and wish to take an active role in running the 

foundation. 
 
 * The family is prepared to provide an initial endowment. 
 
 * The family wishes to take advantage of the most liberal charitable deduction rules 

available. 
 
  



 

 

* The family does not want to be saddled with the need to meet a public support test 
requiring constant fundraising. 

 
 * The family wishes to avoid all of the restrictions applicable to private 

foundations. 
 
 * In return for the above, the family is willing to give up some degree of control to 

the supported organizations chosen. 
 
 * The foundation can manage a variety of deferred gift options such as charitable 

trusts to compliment retirement and estate plans. 
 
 * The foundation can receive cash, stock, real estate, life insurance or personal 

property and the donors will receive the maximum tax deduction allowed by law 
for the different types of charitable gifts. 

 
 The supporting organization has the same favorable tax advantages as were listed above 
for the community foundation.  The big advantage to the supporting organization foundation is 
that it can be retained and controlled locally and funds invested as the board members so choose. 
 As with the community foundation, C corporations can give up to 10% of their taxable income 
to the foundation and receive a tax deduction.  S corporations can give up to 50% of the 
shareholders adjusted gross income.  C corporation shareholders can also receive a charitable 
deduction for the fair market value of their closely held stock. 
 
 There are over 12,000 supporting organizations in the United States today.  There is a 
growing interest today in setting up supporting organizations whose primary charity is a 
community foundation which gives the donors greater flexibility and more control over the 
foundations grantmaking.  In addition, supporting organization foundations can also serve as 
recipients of charitable trusts, insurance gifts and bequests. 
 
SUMMARY 
 
 In summary, there are several different ways to structure a foundation which can work to 
meet a family's charitable objectives.  Each has its own advantages and disadvantages, so care 
should be exercised in choosing the proper structure.  It usually takes approximately 4-5 months 
to receive tax exempt status from the Internal Revenue Service.  While approval once was 
reasonably easy to obtain, the IRS is now imposing a much higher level of scrutiny and requires 
considerably more detail on the 1023 application.  It is highly recommended that you get 
experienced advisement concerning which type of foundation to establish and representation in 
filing your tax-exempt application with the IRS.   
 

If you would like more information or would like to discuss your possible foundation in 
greater detail, please send us an email. 
 


