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Three Simple Steps to
Protect Charities and
American Taxpayers
from the Rise of
Donor-Advised Funds

by Ray D. Madoff
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story affecting the charitable

sector over the past twenty-five
NS ‘k R

years has been the meteoric rise
of donor-advised funds (DAFs). Within the blink
of an eye, DAF's have grown from obscurity to
ubiquity—and with the 2017 tax law! making
bunching the new word in charitable giving, the
growth of DAFs is expected to continue unabated.
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Consider the following:

e In 1992, the top ten fundraising charities were
all well known to the public and included such
familiar names as the American Red Cross,
the American Cancer Society, and Catholic
Charities USA. In 2017, none of the above
charities were on the list, and six of the top
ten were DAF sponsors and were unknown
to most Americans (and sounding more like
commercial financial institutions than tradi-

tional charities).?

While contributions to charities as a whole
have grown at a slow and steady pace, the
rate of growth in DAF contributions has been
astronomical. Since 2011, overall annual char-
itable giving has grown from $300 billion (in
2011) to $410 billion in 20172 (total growth of
36.6 percent).* Over that same time period,
annual contributions to Fidelity Charitable,
the largest DAF sponsor, have grown from
$1.7 billion in 2011° to $6.8 billion in 2017 (total
growth of over 400 percent).5

e DAFs are not only being funded by individuals.
Many private foundations make significant
distributions to DAFs. Private foundations
can use DAFs to satisfy their 5 percent dis-
tribution requirements while still retaining
ongoing control over the distributed prop-
erty. In addition, DAF's allow private founda-
tions to meet their disclosure requirement
(by reporting their distribution to the DAF
sponsor) while maintaining secrecy about the
ultimate recipient of their distribution.

Why have DAFs moved to such a dominant
position in the charitable landscape? There
are three main reasons for their extraordinary
growth:

1. DAF's enable donors to obtain current tax
benefits of charitable giving while main-
taining functional control over the invest-
ment and distribution of the donated
property, without incurring the adminis-
trative expense and disclosure obligations
imposed on private foundations.

2. DAFs enable donors to obtain maximum
tax benefits for their contributions by facili-
tating the donation of appreciated property.
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The donation of appreciated property
provides a double tax benefit for donors,
because it enables donors to both avoid
capital gains taxes on donated property
and offset their income tax liability based
on the fair market value of the contributed
property.” These benefits are particularly
valuable as applied to donations of complex
assets—property other than publicly traded
stock—because these assets only provide
very limited tax benefits when contributed
to private foundations.®

3. DAF sponsors earn fees for the manage-
ment of DAF funds. Ever since financial
services companies have begun creating
DAF sponsors, they have used their consid-
erable marketing skills to fuel their growth.
In addition, because individual financial
advisors are also able to profit from manag-
ing DAF funds, their influence has assisted
the growth of DAFs, as well. This increased
public awareness of DAFs has fueled the
growth of all DAF contributions, not just
those associated with the financial services
industry.

Three Steps to Ensure That

DAFs Work for Everyone

DAF sponsors and their representatives take the
position that DAFs have been an unmitigated
good for the charitable sector—democratizing
philanthropy by making it easy for small donors
to create their own perpetual endowments,
and opening new sources of charitable giving
by facilitating donations of complex assets
(referred to by some as “philanthropic frack-
ing”). However, by focusing on the interests of
donors, these arguments fail to recognize that
two critical interests have been ignored in the
existing regulatory approach to DAFs: (1) chari-
ties and the beneficiaries they serve, and (2)
American taxpayers.

The following three rules would address
these interests by ensuring that charities get
the necessary funds to do their work, and that
the government doesn’t provide tax benefits that
are incommensurate with public benefit, thereby
burdening American taxpayers.

DAFs are not only being
funded by individuals.
Many private
foundations make
significant distributions

to DAFs.
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The fact that DAF
sponsors and financial
advisors benefit
financially when assets
remain in the DAF may
cause them to subtly
encourage donors to
think of DAFs as accounts
to hold rather than as

funds to dishurse.
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Rule #1: Save Charities by Ensuring

or Encouraging the Flow of Dollars

from DAFs to Charities

Tax benefits for charitable giving were granted
in order to increase the flow of dollars to orga-
nizations engaged in charitable work. DAF's
undermine fulfillment of this purpose by
allowing donors to get all of the tax benefits of
charitable giving at the time that the donation is
made to the DAF, without providing any mecha-
nism (or even encouragement) to ensure that
any of the tax-benefited dollars are ever made
available for charitable use. Because current
law does not require payouts from DAF's, donors
can indefinitely defer charitable distributions
from their DAF accounts, even across multiple
generations. While some individuals distribute
their DAF accounts entirely within a single year,
others make no distributions at all. According
to an IRS study, while some DAF sponsors
have high overall distribution rates, nearly
22 percent of the DAF sponsors in 2012 made
zero distributions.’ Even for those DAF spon-
sors with higher payouts, the reported rates can
be misleading because they include distribu-
tions to other donor-advised funds, which can
be substantial.l’

There are many reasons why well-meaning
donors may fail to make significant distributions
from their DAFs, including the following:

1. Charitable decisions are difficult to make,
and many donors have busy lives and there-
fore want to defer decision making. This
common desire to defer decision making
until absolutely necessary is evidenced by
the number of charitable gifts that occur
in the final days of the calendar year. By
allowing donors to get the full tax benefits
of giving without requiring outright (i.e.,
non-DAF) transfers of charitable assets,
donors may never feel the need to discon-
nect from their DAF accounts.

2. Insofar as donors have a sense of owner-
ship over DAF funds, behavioral econo-
mists suggest that the endowment effect
may give donors a sense of loss when DAF
accounts go down due to the distribution of
DAF funds. The ability of donors to make

financial management decisions about DAF
assets may increase the feeling that DAF
accounts belong to donors, thereby increas-
ing the endowment effect.

3. The fact that DAF sponsors and financial
advisors benefit financially when assets
remain in the DAF may cause them to
subtly encourage donors to think of DAFs
as accounts to hold rather than as funds
to disburse. One way that sponsors and
financial advisors may do this is to encour-
age donors to think of DAF funds as a char-
itable legacy to be passed on to younger
generations.

In order to counter these tendencies, Con-
gress should adopt rules that either incentivize
distributions from DAF's or require DAF's to be
distributed within a reasonable period of time
from contribution.

Incentivize distributions. Congress could
incentivize distributions from DAFs by tying
some of the charitable tax benefits to the release
of DAF funds. For example, Congress could enact
rules that would allow donors to avoid capital
gains on transfers of property into DAFs, but
would delay the charitable deduction until such
time as funds are distributed from the DAF to
non-DAF beneficiaries.

Set a Time Period for Payout. Alternatively,
Congress could impose a maximum time period
for DAF accounts to be distributed outright to
charities. This could easily be accomplished by
requiring donors, as a condition of the deduction,
to name a non-DAF charity that would receive
any undistributed funds at the end of the des-
ignated period."! For example, if Congress were
to impose a maximum time period of ten years,
then a donor who funds a DAF in 2018 would be
required to name a charity that would receive
any remaining funds in the 2018 DAF account
by 2028.2 DAF's would maintain their flexibility,
because donors could change their charitable
designations by simply making distributions
from that account before the termination date.
A maximum distribution period would not under-
mine the effectiveness of DAF's or their appeal
to donors. It would simply establish a limit that
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would ensure that tax-benefited dollars are
granted outright to nonprofits within a reason-
able period of time.

Rule #2: Save Charities by Preventing

DAFs from Being Used to Undermine

Private Foundation Payout Rules

In 1969, Congress became concerned that
private foundations were providing too many
tax benefits to donors without any assurances
that donated funds would benefit the public in a
timely manner. In order to address this concern,
Congress enacted a rule that required private
foundations to distribute roughly 5 percent
of their assets each year to public charities.'
Sensibly, the payout rule could not be evaded
by a private foundation making distributions
to other private foundations, because then the
funds would simply await further distribution
by that foundation.

Since the rise of donor-advised funds, some
private foundations have been meeting their
payout requirements by making grants to
DAFs.""The foundation can then advise distri-
bution of the grant from the DAF to a charity
at a later date. This can have multiple benefits
for the foundation: one is that the transfer
counts for purposes of the foundation’s payout
(because the DAF sponsor is a public charity);
another is that the foundation can disguise
the source of the funding by flowing the funds
through a DAF.

Neither of these benefits is consistent with
the spirit of the rules that have governed private
foundation conduct since the enactment of the
Tax Reform Act of 1969. The payout is intended
to measure distributions to active charities, not
to other investment funds. Further, because
of the potential for abuse at foundations, they
are held to higher standards of transparency.
Allowing foundation-to-DAF transfers to count
for payout purposesis inconsistent with the poli-
cies behind the private foundation payout and
disclosure rules.

In order to address these concerns, Congress
should provide that foundation-to-DAF transfers
are not “qualifying distributions” for purposes
of a private foundation’s payout.
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Rule #3: Save American Taxpayers by Ensuring
that Donors’ Tax Benefits Are Commensurate
with the Public Benefit of the Donation

One of the reasons for the popularity of DAF's is
their ability to give donors maximum tax ben-
efits—indeed, the same benefits afforded out-
right donations to public charities—and ongoing
control over donated property. Tax benefits for
DAFs are particularly valuable with respect to
donations of assets other than publicly traded
stock. As a result, much of the growth of DAFs
is attributable to these types of donations.

However, missing from the conversation
regarding DAF's is how these donations may
impose significantly greater costs—in terms of
foregone tax revenue—than the public receives
in terms of charitable benefits. This loss of
revenue burdens all American taxpayers, who
must pick up the slack.

The starting point is that donors get sig-
nificantly more tax benefits by making contri-
butions of appreciated property rather than
cash to a charity. Where a contribution of cash
can save the donor as much as $0.37 on each
dollar donated, a contribution of appreciated
property can save the donor as much as $0.57
for each dollar donated (taking into account
both capital gains tax savings and income tax
savings). Although donors can get this double
tax benefit for contributions of publicly traded
stock while still maintaining some control over
donated property (by transferring the dona-
tion to a private foundation), if the property is
not publicly traded stock, the donor’s options
are far more limited. In order to obtain the full
double tax benefit for the contribution of prop-
erty other than publicly traded stock (like real
estate or closely held business interests), the
donor must either make an outright donation
to apublic charity or must make a donationto a
donor-advised fund. Since it is a natural human
tendency to want to maintain rather than relin-
quish control, many donors choose DAFs.

As aresult, asignificant source of DAF assets
is complex assets. The problem is that due to a
variety of factors, it is quite likely that the tax
benefits afforded to contributions of complex
assets can outstrip the value to the public of

One of the reasons for
the popularity of DAFs is
their ability to give
donors maximum tax
benefits—indeed, the
same benefits afforded
outright donations to
public charities—and
ongoing control over

donated property.
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Donor-advised funds

are here tostay....

By enacting appropriate
regulation that takes
into account the
interests of charities
and American taxpayers,
we can ensure that DAFs
act as seeds of growth
tothe charitable sector—
and not seeds of

destruction.
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these contributions. The reason for this is that
complex assets, by definition, are difficult to
value and lack a ready market for their sale,
often resulting in significant transaction costs
when converting these properties to cash. Each
of these poses problems from a tax policy point
of view.

Complex assets have no easily identified
market value. As such, taxing authorities must
depend on donors’ hired appraisers to determine
the property’s fair market value. Valuation is an
art rather than a science, and there is often a
considerable range of defensible valuations for
property that does not have a ready market.
Being dependent on donors for their fees, there
is a natural pressure on appraisers to come up
with higher values that will afford donors better
tax savings. Due to the expense and difficulty of
valuing property that has no ready market value,
it is virtually impossible for the IRS to provide
sufficient oversight for the amount of complex
assets contributed to donor-advised funds.'

More troubling is the fact that the appraised
value of property does not include the cost of
converting that property to cash. What this
means is that a donor’s deduction is likely to
be greater than the amount that ends up being
available for distribution. Depending on the
time that it takes to sell the property and the
expenses associated with the sale, there can
be a significant disconnect between these two
numbers.

Consider the case of a donor that has a con-
dominium in an area where the market is cur-
rently depressed. Assume the condominium has
an appraised value of $500,000. After donation,
the DAF sponsor may have to pay significant
fees associated with the property (such as prop-
erty taxes, utilities, and condominium fees), and
the eventual sale of the property will require
payment of transfer taxes and real estate broker-
age fees. After all of these expenses are paid,
only $400,000 is allocated to the donor’s DAF,
even though the donor was allowed to take atax
deduction based on a $500,000 appraised value.'s

In order to ensure that the tax benefits
afforded donations are commensurate with
the value provided to the public, the charitable

tax deduction for donations of complex assets
should not be based on appraised value but
instead should be based on the net value ulti-
mately transferred to the donor’s DAF account.
This could be accomplished either by requiring
the donor to wait to take the deduction until
the property is sold or by providing for the
recapture of tax benefits to the extent that the
claimed deduction exceeded the value of the

contribution.
[ ] [ ) [ )

Donor-advised funds are here to stay—in large
part due to the enormous benefits they afford
to donors, DAF sponsors, and the financial
services industry. By enacting appropriate
regulation that takes into account the interests
of charities and American taxpayers, we can
ensure that DAFs act as seeds of growth to the
charitable sector—and not seeds of destruction.
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