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T wenty-first century philanthropists can look far beyond the traditional 
private foundation to structure their prosocial activities. Along with well-
known private foundation alternatives like donor-advised funds (“DAFs”) 

and supporting organizations (“SOs”), creative donors and their attorneys are 
adapting a diverse array of other vehicles to these purposes. Social welfare orga-
nizations exempt under Section 501(c)(4) of the Internal Revenue Code1 are a 
flexible tool for funders seeking to pursue a wide range of charitable, investment 
and political activities and retain entity level tax exemption—though dona-
tions to them do not qualify as tax-deductible charitable contributions. Funds 
donated to a business league exempt under Section 501(c)(6) of the Code may 
be income tax deductible business expenses. These organizations also can mix 
charitable, investment and political activities, so long as they are organized to 
pursue a common business purpose. Philanthropists willing to forego tax-exempt 
alternatives entirely can obtain even greater flexibility, along with privacy and 
control, by utilizing taxable vehicles. LLCs are a particularly tax-efficient private 
foundation alternative, though new hybrid forms like the benefit corporation 
can also be useful for other kinds of philanthropic endeavors. This article will 
explore why philanthropists are seeking out private foundation alternatives and 
will evaluate the advantages and disadvantages of both traditional workarounds 
and recent experiments.
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The Impetus to Consider Alternatives 
to Traditional Philanthropy

As discussed in more detail below, the traditional model of 
philanthropy is for family wealth to be given to a family 
foundation or private foundation. A private foundation 
can be endowed either through grants while the founder is 
alive or with bequests at the founder’s death. The founda-
tion will typically carry out the founder’s philanthropic 
mission through a program of grant making to support 
operating charities. DAFs and SOs have traditionally 
provided philanthropists with more flexible alternatives to 
private foundations. However, all of these traditional op-
tions still operate within the paradigm of rules established 
under section 501(c)(3) of the Code.

There are several emerging factors that prompt donors 
to seek alternatives to traditional philanthropic vehicles 
and the restrictions under which these vehicles must oper-
ate. Specifically, these factors include (i) increased donor 
engagement, (ii) the desire for greater flexibility, (iii) 
increased blending between the for-profit and nonprofit 
world in achieving social good, (iv) the desire to create 
ongoing value, and (v) the growth of “micro philanthropy.”

Donor Engagement

Engagement can be an important factor for many suc-
cessful entrepreneurs-turned-philanthropists. A hands-on 
approach to giving and a track record of being able to 
create and structure transactions can leave an entrepre-
neur somewhat frustrated with the rules and restrictions 
that apply to traditional charitable entities. In addition, 
successful entrepreneurs whose outside-the-box thinking 
has contributed to their success in the business world may 
also seek to create significant impact through initiating 
innovative solutions on a scale that is measurably broader 
than what traditional charitable grant making may have 
achieved to date.

For example, Thomas Siebel, the founder of Siebel 
Systems, Inc., developed an innovative and highly effec-
tive approach to combatting methamphetamine (“meth”) 
addiction in Montana. Instead of merely making a contri-
bution to any one of the many charities in the state that 
provide social services to drug addicts or that conduct 
addiction-related educational campaigns, Siebel made 
the effort to understand the causes of meth addiction. 
He learned that most first-time users are teenagers who 
are unaware of meth’s risks. He then initiated the Meth 
Project to change teenagers’ perception of the drug and 
its associated risks. Through collaboration with experts 

and a leading San Francisco advertising agency, the Meth 
Project developed a hard-hitting ad campaign designed 
to capture the attention of Montana’s teens by featur-
ing the physical ravages caused by the drug, as well as 
the social disruption it engenders—teens attacking and 
robbing their own families, prostituting themselves, or 
dying from an overdose. Hollywood directors directed 
the advertisements, which had budgets of $500,000 to 
$1 million. The ad campaign saturated Montana’s small 
advertising market and became the largest purchaser of 
advertising in the state. In two years, the results were 
incredible. Between 2005 and 2007, meth addiction in 
Montana dropped 45% among teens and 72% among 
adults, while meth-related crimes fell by 62%. Siebel’s 
innovative approach and outside-the-box thinking re-
sulted in a high-impact and scalable solution that created 
measurable change within a very short time.2

Flexibility

Entrepreneurs who have built their companies from the 
ground up may be used to having a level of creative flex-
ibility that would prompt them to seek options when 
determining how to structure a specific philanthropic in-
vestment. However, the types of investments that a private 
foundation may make and the types of entities which a 
private foundation may support are restricted under the 
rules applicable to private foundations. Similarly, DAFs 
and SOs are subject to a regime of rules that limit the scope 
and extent of what these vehicles may support. The tax 
benefits that accrue from making charitable contributions 
are not insignificant—the federal government estimates 
that the tax subsidy accruing to charitable donations from 
corporations and individuals will amount to nearly $58 
billion in 2017.3 However, in many cases, the desire to use 
a donor’s resources to create more than a nominal impact 
in the most effective and large-scale manner may outweigh 
potential tax benefits from employing those resources in 
traditional charitable structures.

Seeking to use every tool in the toolbox, so to speak, 
to create impact and advance the social good—through 
charitable and noncharitable means alike—is a growing 
trend. As noted in the Stanford Social Innovation Review’s 
article “Catalytic Philanthropy”:

The prominence of the U.S. nonprofit sector and 
the tax deductibility of donations have lulled people 
into thinking that IRS-sanctioned philanthropy is 
the only way to solve social problems. Donors have 
the freedom, however, to complement traditional 
grantmaking with a wide array of other tools from 
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outside the nonprofit sector, including many that can 
influence social, economic, and political forces in ways 
that traditional charitable giving cannot.4

The article profiled Siebel and the Meth Project and 
described the efforts of other philanthropists using other 
unconventional “tools” for creating social change, in-
cluding use of corporate resources, investment capital, 
advocacy, litigation, and lobbying.

Pierre Omidyar, the founder of eBay, noted this toolbox 
approach as well in an article he authored for Harvard 
Business Review in 2011:

Many people don’t distinguish between charity and 
philanthropy, but to me there’s a significant differ-
ence. When I use the word “charity,” I think of what’s 
needed to alleviate immediate suffering. It’s just pure 
generosity driven by compassion, and it’s important 
but never-ending work—there will always be more 
suffering. Charity is inherently not self-sustaining, 
but there are problems in the world, such as natural 
disasters, that require charity.

Philanthropy is much more. It comes from the Latin 
for “love of humanity.” Philanthropy is a desire to 
improve the state of humanity and the world. It 
requires thinking about the root causes of issues so 
that we can prevent tomorrow’s suffering. And if we 
want to make sustainable change, we have to put all 
the tools at our disposal to their best possible use.5

Although Omidyar originally established a family 
foundation when his personal net worth skyrocketed 
to over $1 billion after eBay’s initial public offering in 
1998, the constraints related to the private foundation 
rules (discussed below) prompted him and his wife Pam 
to rethink their approach to philanthropy. He noted that 
eBay had impacted millions of people in providing them 
with primary or secondary income, and over time “… it 
increasingly became clear to me that eBay has had a huge 
social impact in the process of running its core business, 
and it wasn’t a philanthropy.”6 As a result, the Omidyars 
wound down their family foundation and instead created a 
hybrid structure called the Omidyar Network consisting of 
an LLC and a private foundation that invest in a variety of 
enterprises—for-profit and nonprofit—that show promise 
in creating meaningful and scalable social impact. When 
Mark Zuckerberg and his wife Priscilla Chan announced 
the creation of the Chan–Zuckerberg Initiative (“CZI”) 
in 2015, they essentially co-opted Omidyar’s approach of 
using an LLC to make investments in innovative ventures 

with the potential for high impact but left out the private 
foundation component.7

Common Ground

The charitable sector and the commercial world share 
increasingly common ground when it comes to engag-
ing in activities intended to accomplish a social good. 
Companies such as Toms, which donates a pair of shoes 
to a child in need for every pair of shoes purchased, are 

successful examples of commercial entities engaging in 
activities that are charitable as a core element of their 
business plan. As noted above, Omidyar sees eBay’s social 
impact as being a noteworthy component of his company’s 
success. Philanthropists that want their funds to make an 
impact may opt to invest in commercial startups that are 
similarly focused on achieving some public benefit through 
their commercial activities. In addition, it is interesting 
to note that in the press, CZI, which is an LLC, is often 
referred to as a “philanthropy” and compared to estab-
lished private foundations such as the Bill and Melinda 
Gates Foundation in evaluating the scope of its potential 
charitable impact.8

The growing success of social impact bonds is another 
example of a greater blending of the charitable and com-
mercial sectors. Social impact bonds are created for the 
purpose of scaling the successful social, environmental or 
health-related impact of charitable programming. They 
involve private financing of a public charity to increase 
the scope and impact of a program that (i) has a track 
record of success and (ii) results in quantifiable savings 
to a state or local government. If the program as scaled 
meets certain benchmarks, the government then pays the 
private investors the cost of their initial financing plus a 
set rate of return, essentially sharing with the investors a 
portion of the government’s cost savings realized from the 
scaled-up program.9

Ongoing Value

Entrepreneurs-turned-philanthropists may find it attrac-
tive to establish a self-sustaining mechanism by which 
investments in one social venture may provide the funding 

Private foundations are now only one 
of many possible choices for those 
establishing philanthropic institutions. 
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needed for a subsequent venture. Increased interest in 
impact investing is also becoming a means by which to 
create lasting and measurable social impact that also results 
in a return for the investor—a return that may be used to 
fund another worthy initiative. Impact investing gener-
ally involves the use of private capital to achieve a social 
good. Impact investors are attracted to social enterprises 
because of their mission and impact. These investors often 
see double or triple bottom-line opportunities to earn a 
return while still supporting the accomplishment of a 
social good. The financial return generated by a success-
ful social enterprise enables it to operate and grow in a 
self-sustaining manner.

Entrepreneur and philanthropist James Lee Sorenson 
has noted that the tech business he established—aimed 
at helping deaf persons communicate more effectively 
with others through the use of a video relay service—
was able to scale rapidly because the business was sus-
tainably profitable. The social impact of the business 
was far greater than if he had housed the initiative in 
a charitable vehicle dependent on the good will (and 
generosity) of donors.10

Statistically speaking, the potential for growth in the 
impact investing sector is significant. Approximately, $59 
trillion is expected to be transferred from baby boomers 
to millennials over the next few decades.11 For millennial 
investors, social impact takes a priority over financial 
return when they evaluate potential investments. Thus, 
in evaluating whether or not to make an investment or a 
donation, the socially conscious millennial may prioritize 
impact over financial return or tax benefit and opt to allo-
cate funding to promising social enterprises that may—or 
may not—be housed in charitable entities.

Microphilanthropy

The rapid rise of crowdfunding sites such as Kickstarter 
and GoFundMe.com has made it much easier to get the 
word out to a wide audience about a social venture or 
charitable cause. This “democratization” of fundraising has 
further increased the shared space between the charitable 
and commercial sectors by creating a common platform on 
which any initiative that creates a public benefit may seek 
funding—whether started by an individual, a charity or a 
for-profit company. These crowdfunding sites enable ven-
tures with few resources to tap into the collective funding 
power of the “many.” The success of these sites shows that 
“microphilanthropists” who donate small sums through 
crowdfunding sites do not necessarily discriminate in fa-
vor of the type of entity seeking funding, but rather look 
carefully at the idea or purposes that are being funded.

Crowdfunding is becoming big business, with $17.25 
billion of funding raised in 2015 in North America alone.12 
As the crowdfunding sector has grown, and the use of these 
sites to fund philanthropic endeavors has increased, some 
sites now focus on such fundraising requests. Indiegogo 
has started a new crowdfunding platform for “socially 
minded fundraising” called Generosity.13 The no-fee aspect 
of the site encourages donations to support requests aimed 
at helping individuals or communities and enabling those 
who request such funding to get the most out of what 
they receive. Individuals as well as organizations are able 
to post requests on the site.

All of these factors are combining to impel philanthro-
pists to consider alternatives to the traditional private 
foundation. Legal factors, particularly the comparison 
of the regulatory costs and benefits of this traditional 
structure versus conventional and emerging alternatives, 
will also impact these decisions. Understanding the 
private foundation and its regulatory environment is a 
pivotal first step.

Traditional Vehicles  
(Private Foundations)

The “private foundation” may be the best known philan-
thropic vehicle. It is a type of charity, i.e., an organization 
that qualifies for charitable tax exemption under Section 
501(c)(3) of the code (a “Section 501(c)(3) charity”). A 
Section 501(c)(3) charity is classified as a private founda-
tion if it is not able to qualify as a public charity under any 
of the Code Sec. 509 provisions14 (the most common way 
to qualify as a public charity is to meet a public support 
test). Family foundations and corporate foundations that 
receive their principal funding from one family or one 
corporation generally cannot meet this or the other tests 
to qualify as public charities and are therefore typically 
classified as private foundations.

Philanthropists may want to establish their own private 
foundation versus simply giving directly to the institutions 
and causes important to them, for a variety of reasons. 
They may want control over their philanthropic vehicle: a 
founder and her family members are permitted to control 
a private foundation. They may want the prestige and 
name perpetuation. They may want to get their children 
involved in their philanthropy and hope that establishing 
a foundation will encourage that. A private foundation 
can also serve as a buffer between the philanthropist and 
those seeking philanthropic funding. From a tax perspec-
tive, philanthropists may be prompted to establish private 
foundations because they have a liquidity event or for other 
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reasons wants a large immediate charitable tax deduction. 
Setting up a private foundation can allow them to quickly 
fund a charitable vehicle while still taking time to decide 
on ultimate uses.

In establishing a Section 501(c)(3) charity, philanthro-
pists agree to conduct their philanthropy subject to rules 
and regulatory oversight based on federal tax law, as well 
as state level oversight in the states where the charity is 
formed and conducts business. A special regulatory scheme 
applies to private foundations in addition to the basic 
rules governing all charities. Following, several of the key 
rules applicable to charities, and private foundations in 
particular, are discussed.

One of the most important characteristics of Sec-
tion 501(c)(3) charities is their ability to receive tax 
deductible contributions. Donations to such charities, 
including private foundations, are generally eligible for 
a charitable contribution deduction. The deduction rules 
are described in Section 170 of the Code. These rules 
limit the amount of tax deduction for donors of inter 
vivos gifts to private foundations,15 in comparison to gifts 
to public charities. Generally, certain property gifts that 
qualify for a full fair market value deduction if given to 
a public charity only receive a deduction equal to the 
basis of the contributed property if given to a private 
foundation. In addition, the amount of the deduction 
that a donor can use in a given year varies for public 
charities and private foundations: Cash contributions 
to public charities are limited to 50% of the donor’s 
adjusted gross income (“AGI”) versus contributions to 
private foundations, which are limited to 30% of the 
donor’s AGI.16 For donations of appreciated property, the 
deduction is generally limited to 30% of AGI for dona-
tions to public charities and 20% of AGI for donations 
to private foundations.17

Importantly, gifts to charities, including private foun-
dations, are not subject to gift tax.18 In addition, funds 
transferred at death to a private foundation (or public 
charity) are fully-deductible for estate tax purposes, with 
no percentage or other limitation. Any such assets simply 
will not form part of the estate on which the estate tax 
is levied.19

Generally, Section 501(c)(3) charities are also exempt 
from federal income tax. However, private foundations 
must pay an annual excise tax equal to 2% (in some cases 
reduced to 1%) of net investment income.20 Also, chari-
ties must pay unrelated business income taxes at regular 
income tax rates on their net unrelated business income, 
as described in sections 511 through 513 of the Code.

Under federal tax law, most financial transactions be-
tween a private foundation and its insiders are outright 

prohibited. Self-dealing transactions are prohibited by 
Section 4941 of the Code, which makes it impossible 
for private foundations and their “disqualified persons” 
(including substantial contributors, managers and any 
related parties21) to enter into any sales, leases or other 
uses of property between them, unless the disqualified 
person is providing a benefit free of charge to the charity. 
Note, there is no “fair market value” exception for most 
acts of self-dealing. Furthermore, a private foundation 
may not pay compensation to a disqualified person nor 
pay nor reimburse the expenses of a disqualified person, 
unless two conditions are both met.22 First, the compen-
sation must be for personal services that are reasonable 
and necessary to carrying out the foundation’s exempt 
purposes. Second, the amount of compensation, pay-
ment, or reimbursement must be reasonable and not 
excessive under the circumstances.

Private foundations must make distributions for chari-
table purposes each year in prescribed minimum amounts, 
generally equal to 5% of their investment assets.23 Grants 
and charitable distributions qualify, as do reasonable and 
necessary administrative expenses, payments for assets 
used in exempt purposes, and professional fees for advice 
on program activity.

Private foundations also are subject to a number of 
investment restrictions. Section 4943 of the Code gener-
ally limits the total holdings of a private foundation and 
all of its disqualified persons in any business enterprise 
to 20%. These “excess business holdings” rules permit a 
private foundation to hold a somewhat larger stake (up 
to 35%) if the investee business is controlled by parties 
unrelated to the foundation or its disqualified persons. In 
addition, a private foundation is prohibited from making 
investments that jeopardize the foundation’s ability to 
carry out its charitable purposes.24 Fortunately, updated 
regulations and guidance on the jeopardy investment rule 
have provided much needed clarifications. Under them, 
foundations have considerable leeway to engage in impact 

For entrepreneurs seeking flexibility 
to innovate and generate impact 
using commercial as well as 
traditionally charitable methods, 
however, the variety of alternatives 
beyond Code Sec. 501(c)(3) vehicles 
can be even more attractive. 
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investment through both program-related investments and 
mission-related investing of their endowments.25

All Section 501(c)(3) charities risk loss of exemption if 
they engage in more than insubstantial lobbying and are 
banned from campaign activities.26 The private foundation 
rules go further, prohibiting and imposing excise taxes 
for lobbying and electioneering and defining campaign 
activities so broadly that even many voter registration 
drives would trigger penalties.27 The same excise tax provi-
sion28 also prohibits or limits various other types of private 
foundation grants deemed to be made for noncharitable 
purposes. For example, grants to individuals or to enti-
ties that are not U.S. public charities typically require 
extensive paperwork, including in some cases preapproval 
by the IRS.

Private foundations must file Form 990-PF, Return of 
Private Foundation, with the IRS annually.29 This form 
asks for information about the foundation’s receipts and 
expenditures, including detailed information on donors 
and grantees, assets and liabilities, and a variety of other 
topics.30 Form 990-PFs are available to the public. In many 
states, charities, including private foundations, need to 
submit regular filings to Attorneys General or other regu-
lators as well. Both the IRS and state Attorneys General 
have the ability to audit charities and impose sanctions 
or require corrections if noncompliance is determined.

Earlier Alternatives (SOs and DAFs)
Two charitable vehicles exist that offer some of the benefits 
of establishing a private foundation, but that qualify as a 
public charity: SOs and DAFs. By qualifying as a public 
charity, these vehicles enjoy the more favorable tax treat-
ment of public charities (better charitable deduction rules, 
no 2%/1% excise tax) and avoid some of the restrictions 
imposed on private foundations described above.

Supporting Organizations

First, an SO is a vehicle described in Section 509(a)(3) of 
the Code that qualifies as a public charity, not because it 
meets a public support test, but because it supports and 
is controlled by one or more other public charities (the 
“Supported Charities”). These Supported Charities must 
be identified by name in the SO’s Articles of Incorpora-
tion, or, for certain SOs, a class of Supported Charities 
can be described in the Articles. In other words, even if 
only one philanthropist funds the SO, the SO can avoid 
private foundation status and qualify as a public charity. 
To qualify for classification as an SO under Code Sec. 
509(a)(3), the SO must meet all four of the following tests:

Relationship test. This test is most easily met if the 
Supported Charities control the SO, by appointing 
at least a majority of the Board of Directors of the 
SO (referred to as a Type I SO). A “Type II” SO is 
typically controlled by the same persons that control 
the Supported Charities. A “Type III” SO has the least 
control by its Supported Charities but is subject to 
increasingly complicated rules to nonetheless ensure 
sufficient oversight by the Supported Charities.
Organizational test. This test is met if the SO’s Articles 
of Incorporation have certain required language, 
including language limiting the purposes of the SO 
to operate “exclusively for the benefit of, to perform 
the functions of, or to carry out the purposes of” the 
identified Supported Charities.
Operational test. The SO may make payments to the 
Supported Charities or otherwise use its funds in 
a manner that supports them. It may make grants, 
conduct independent programs, and raise funds. 
However, the permissible beneficiaries of its grants 
or programs are limited to:
a. The Supported Charities named in the Articles 

of Incorporation;
b. Individual members of the charitable class served 

by Supported Charities, either through direct pay-
ments or benefits to the individuals, or earmarked 
for such individuals and given through an unre-
lated organization;

c. Other SOs that support the Supported Charities; or
d. Public colleges and universities.
Lack of outside control test. The control test is a nega-
tive test, requiring that the SO not be “controlled” by 
“disqualified persons.” Generally, a person becomes a 
“disqualified person” by being a substantial contribu-
tor to the SO. It also includes a person who owns an 
entity that is a substantial contributor and family 
members of a substantial contributor.

A Section 501(c)(3) charity that is able to meet these 
very technical requirements can offer a donor the same 
more favorable tax deduction rules as other public chari-
ties. Also, traditionally an SO was a good vehicle to avoid 
some of the least flexible private foundation rules, such 
as the prohibition on self-dealing and the 5% minimum 
distribution requirement. However, the 2006 Pension 
Protection Act imposed additional rules that impose new 
complicated requirements on SOs. For example, donors 
to an SO and certain related parties may not receive a 
grant, loan, compensation, or similar payments from the 
SO (whether or not the exchange is at fair market value). 
As another example, new rules limit the ability of donors 
to the SO to control a Supported Charity.
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As Section 501(c)(3) charities, SOs are also subject to 
the IRS and state Attorney General (and/or other state 
regulator) oversight. SOs must file Form 990 annually with 
the IRS, which form also becomes public (although donor 
information is redacted). Aside from donor details, the 
Form 990 discloses even more information about a pub-
lic charity than the Form 990-PF discloses about private 
foundations. Among other things, detailed information 
on the compensation of certain insiders and transactions 
between the charity and insiders need to be disclosed and 
are regulated.

Donor-Advised Funds

Another alternative to setting up a private foundation 
is to establish a DAF. A DAF is not a separate charity. 
Instead, a donor makes a contribution to a pre-existing 
public charity, which holds the contributions in a separate 
account. The assets in the account belong to the charity 
and are reported on the charity’s financial statements and 
returns. The charity, per an agreement with the donor, 
permits the donor or another designated advisor to provide 
nonbinding advice to the charity regarding what grants 
to make from the DAF.

If implemented correctly, the contribution to the DAF 
is treated as a contribution to the public charity host and 
can thus take advantage of its more favorable deduction 
rules. A DAF is also less expensive to establish than a 
separate entity and can typically be started with a much 
smaller amount of assets than would make sense for a 
private foundation. Another advantage is that the char-
ity holding the fund takes care of all administration and 
paperwork. The real disadvantage is that the donor must 
give up legal control over the fund and can only act in an 
advisory capacity.

The Pension Protection Act also imposed new require-
ments and limitations on DAFs.31 A DAF is defined as a 
fund or account identified by reference to a donor, with 
respect to which the donor (or a designee) reasonably 
expects to have advisory privileges. Excluded are funds 
that distribute only to one identified charity or “scholar-
ship” funds with an independent selection committee. 
DAFs may generally not make distributions to natural 
persons, or to entities other than public charities without 
following “expenditure responsibility” rules. Grants in 
which the donor receives a more than “incidental” benefit 
are prohibited, as are grants, loans, or compensation to 
donor-advisors.

Individual DAFs are not overseen and regulated by 
the IRS and state regulators. Rather, the charity hous-
ing the DAF reports financial information regarding the 

DAF on the charity’s own Form 990 and is subject to 
oversight by the state Attorney General. Notwithstand-
ing these disclosures and oversight, if a relatively small 
DAF is housed in a much bigger charity, which may host 
many of hundreds of other DAFs, the activities of the 
individual DAF would typically not stand out and thus 
would be hard to track.

The Code Sec. 501(c)(4) 
“Foundation”—An Opportunity 
Created by the PATH Act

On December 18, 2015, President Obama signed into a 
law an omnibus appropriations bill that included a pack-
age of tax extenders known as The Protecting Americans 
from Tax Hikes Act of 2015 (the “PATH Act”). Section 
408 of the PATH Act amended Section 2501 of the Code 
to provide an exemption from the U.S. federal gift tax for 
all transfers to organizations described in Section 501(c)
(4), (c)(5), or (c)(6) of the Code. (Note, however, that 
donations to these organizations still do NOT qualify 
for an income tax charitable contribution deduction.)

With the increasing popularity of Code Sec.  
501(c)(4) entities in particular to participate in lobby-
ing and political campaign activity, it appears that the 
intent of the amendment was to resolve an ongoing 
ambiguity as to whether individual contributions to 
these types of organizations to support lobbying and 
political campaign activity constituted gifts subject to 
the federal gift tax. After the PATH Act, such contribu-
tions are clearly exempt. However, the new exemption 
has consequences beyond contributions for lobbying 
and political campaign activity.

The gift tax exemption for transfers to Code Sec.  
501(c)(4) organizations creates an opportunity for philan-
thropic planning using such organizations. An organization 
can qualify for exemption under Code Sec. 501(c)(4) so 
long as it is not organized for profit and is operated exclu-
sively for the promotion of social welfare. The promotion 
of social welfare has historically included the conduct of 
charitable activities that could be performed by a Section 
501(c)(3) charity. Therefore, an individual donor should 
be able to establish a Code Sec. 501(c)(4) organization 
to carry out many of the same activities that could be 
performed through a private foundation. But a Code Sec. 
501(c)(4) organization would have the added benefit of be-
ing able to participate in lobbying and political campaign 
activities (activities prohibited for private foundations) and 
would not be subject to the various restrictions imposed 
on private foundations.
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Therefore, a Code Sec. 501(c)(4) “Foundation” provides 
many of the benefits obtained through the Omidyar or 
CZI model:

It may invest in and make grants to organizations 
that are not public charities in support of its mission;
It may hold, indefinitely, shares in a company con-
trolled by the donor without meeting a minimum 
payout or the limitations on excess business holdings;
It may freely engage in lobbying activities and could 
engage in political activities (so long as it is not the 
primary purpose of the organization);32 and
It is not subject to the restrictions on self-dealing.

In addition, it provides some tax benefits not available 
with an LLC. Contributions to a Code Sec. 501(c)(4) 
organization would be eligible for a gift tax deduction and 
could be removed from the donor’s taxable estate without 
the need to make an eventual transfer to a Section 501(c)
(3) charity, and the Code Sec. 501(c)(4) organization 
would not owe any tax on capital gains triggered on the 
sale of appreciated stock it was gifted. On the other hand, 
as with Section 501(c)(3) charities, Code Sec. 501(c)(4) 
organizations do need to file the publicly available Form 
990, and insider transactions, including compensation, 
need to be disclosed and are regulated.

There are, however, some traps for the unwary with 
this new vehicle. First, the PATH Act only provides an 
exemption for federal gift taxes; transfers to a Code Sec. 
501(c)(4) organization at death would not generate a 
deduction against the federal estate tax. Therefore, donors 
contributing to a Code Sec. 501(c)(4) organization would 
need to ensure that all transfers to the Code Sec. 501(c)(4) 
are inter vivos gifts and the donors do not retain sufficient 
control over the organization to cause inclusion of the as-
sets in the donor’s estate under Section 2036 of the Code. 
Second, it does not appear that this was the intention of 
the PATH Act or the IRS’s traditional understanding of 
the use of Code Sec. 501(c)(4) organizations. Therefore, 
it is possible that through IRS guidance or legislative ac-
tion limitations will be placed on Code Sec. 501(c)(4) 
“Foundations” to curb their use as an alternative to avoid 
the private foundation restrictions.

While the amendments to Section 2501 of the Code 
exempted donations to Code Sec. 501(c)(5) and (c)(6) 
organizations from the gift tax, using one of these types 
of entities for the purpose of functioning as a type of 
“foundation” may not be as straightforward as using a 
Code Sec. 501(c)(4) organization for that purpose. A 
Code Sec. 501(c)(4) organization may be organized for 
purposes that promote the social welfare—which may 
mirror or approximate charitable purposes described under 
Section 501(c)(3) of the Code. The purposes for which 

a Code Sec. 501(c)(5) and (c)(6) organization must be 
established are narrower and less flexible. A Code Sec. 
501(c)(5) organization must be organized and operated 
to promote the betterment of conditions of those engaged 
in the pursuits of labor, agriculture, or horticulture; the 
improvement of the grade of their products; and the devel-
opment of a higher degree of efficiency in their respective 
occupations. A Code Sec. 501(c)(6) organization must be 
organized and operated to promote a common business 
interest and to improve business conditions in a particular 
industry or in a particular region. Further, both Code Sec. 
501(c)(5) and (c)(6) organizations are generally expected 
to be membership organizations, which leaves less of an 
opportunity for a single funder to form and control the 
organization.33 Further, although a Code Sec. 501(c)(6) 
organization may make grants to other organizations in 
furtherance of its exempt purposes, it is arguably limited 
in making grants to individuals, especially individual 
members of the Code Sec. 501(c)(6), as this generally 
would run afoul of the prohibition against a tax-exempt 
business league’s net earnings inuring to the benefit of any 
private shareholder or individual.34

Taxable Alternatives (LLCs)
For philanthropists willing to sacrifice—or at least de-
lay—tax advantages, taxable vehicles offer even greater 
operational flexibility, along with privacy and control. The 
most significant cost of these structures is their potential 
to generate tax burdens. For some donors, these tax bur-
dens will exact too high a price for taxable alternatives to 
be palatable.

The Costs of Taxable Alternatives

Unlike donations to SOs or DAFs, contributions to a for-
profit entity will not qualify as deductible under the federal 
income, gift, or estate tax regimes. Funds contributed to 
nonprofit entities organized under sections 501(c)(4) and 
(c)(6) of the Code can likewise fail to generate income 
tax deductions, but these entities are themselves exempt 
and the income they generate will often be shielded from 
taxation. In contrast, income earned by a philanthropic 
initiative housed within a for-profit will be taxable.

Although these tax disadvantages cannot be eliminated 
entirely, they can be mitigated in important ways. Some 
tactics lie in the hands of donors, beginning with the 
choice of for-profit form. As in other cases, LLC structures 
are often the most tax-efficient option. The most basic 
income tax advantage of the LLC is avoiding double taxa-
tion. Only an LLC’s owners are taxed on its income—not 
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the LLC itself. Incorporated taxable entities are instead 
taxed on their income at both the entity and owner levels. 
Neither a taxable corporation nor an LLC can offer the tax 
value that exempt organizations provide, but the LLC’s one 
level of taxation remains clearly preferable to the corpora-
tion’s two. If a donor structures her philanthropic vehicle 
as an LLC, she will pay tax only on the LLC’s distributions 
of income to her. As the LLC’s owner, the donor will also 
have significant control over whether and when the LLC 
earns and distributes such income.

This passthrough nature means that the LLC’s com-
parative advantage will persist over not only traditional 
for-profit corporations but also new hybrid corporate 
forms. Over the past several years, more than half of the 
states have adopted legislation enabling new organizational 
forms designed to house entities with a social mission as 
well as a profit motive. By far the most common of these 
new forms is the benefit corporation, a corporation with 
“a purpose of creating general public benefit,”35 although 
Delaware’s somewhat different public benefit corporation 
(PBC)36 may also prove popular. Fiduciaries under both 
types of statutes are given broad discretion to pursue 
public benefit, even in situations when profit may suffer 
as a result.37 Despite their dedicated social purpose, none 
of these new entities qualify for exemption under federal 
tax law. Nonetheless, philanthropists and their counsel 
should be aware of these developments, as benefit or PBC 
structures can be useful in organizing certain kinds of 
philanthropic endeavors, especially operating entities that 
pursue earned revenue strategies. The clear latitude legisla-
tion grants these entities and their fiduciaries to prioritize 
social mission over profit can be particularly attractive to 
nonprofits setting up for-profit subsidiaries. That said, 
benefit corporations and PBCs are still corporate entities. 
For donors considering private foundation alternatives, 
the tax efficiencies of an LLC typically will outweigh any 
benefits of these hybrid structures.

LLC structures can also allow founders to recapture 
many deductions that their choice to organize their phi-
lanthropy as a taxable entity initially appears to abandon. 
An LLC intended as an alternative to a private foundation 
will almost certainly eventually make charitable contribu-
tions qualifying under Section 170(c) of the Code. As 
these donations are made, they will be deductible by the 
LLC’s philanthropist owners. The donor can avoid recog-
nizing the capital gain on appreciated property eventually 
donated in kind to an exempt entity. If the recipient is a 
public charity, the donor will be able to deduct the asset’s 
full market value. Rather than being lost entirely, these 
deductions can instead merely be delayed by using a tax-
able structure.

The founder of a philanthropic LLC will not likely 
obtain all of the deductions a private foundation founder 
could claim. After all, part of the reason to use an LLC 
structure is to enable the assets it receives to be used for 
purposes other than charitable grants. Such uses will not 
afford the donor any associated charitable contribution 
deduction. Additionally, the charitable contribution de-
ductions to which a donor will be entitled under either 
structure will remain subject to percentage limitations, as 
discussed above.38 Some wealthy donors have little income 
to shield or significant prior giving that already maximizes 
the deductions the percentage limits will accommodate. 
For them, deductibility will not matter much either way.

The gift tax implications of taxable structures are po-
tentially more salient than their income tax consequenc-
es—especially for philanthropists with more wealth than 
income or who have already maxed out their income tax 
deductions with prior charitable gifts. This tax broadly 
applies to any “transfer of property by gift”39 and imposes 
rates as high as 40%. Donors obviously contribute assets 
to private foundations without consideration, but gifts to 
these tax-exempt entities explicitly avoid the tax by virtue 
of the 100% deduction for charitable contributions under  
Section 2522 of the Code. As noted above, the PATH Act also 
clarified that contributions to Code Sec. 501(c)(4) and (c)(6) 
entities likewise are not subject to the gift tax.40 In contrast, 
gratuitously transferring one’s assets to taxable entity would 
likely come with a very hefty gift tax bill.41 On reflection, 
though, this concern quickly evaporates. Philanthropy 
LLC founders like Omidyar, Chan and Zuckerberg do 
not make gratuitous transfers to their LLCs. Instead, they 
receive membership interests in return for the assets they 
contribute. Since they make no gifts, there is no gift tax 
liability to fear from the initial funding of such entities.42

Concerns about estate taxation in a philanthropy LLC 
structure are also largely avoidable. Provided that an 
individual’s wealth is substantial enough to exceed the 
estate tax’s unified credit,43 the estate tax applies to tax 

As tax law evolves, creative advisors 
will develop new possibilities to add 
to this stable of options. In doing 
so, they will continue to help new 
generations of donors structure 
institutions to fulfill their unique 
philanthropic visions.
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“the transfer of the taxable estate of every decedent who 
is a citizen or resident of the United States.”44 Again, rates 
top out at 40%, but funds transferred at death to a private 
foundation (or a public charity) are fully deductible, with 
no percentage or other limitations. In contrast, a donor’s 
interest in a taxable philanthropic vehicle would be treated 
as part of their estate and would be fully subject to the 
estate tax. But an estate plan that transfers any such in-
terests to a Section 501(c)(3) charity will provide a quick 
and easy fix. Such transfers will qualify for the unlimited 
charitable deduction and pass to their new owners without 
estate taxation.

For young donors with a “spend down” philosophy, who 
plan to distribute all of their philanthropic assets before 
death intercedes, the estate tax may not loom large. But the 
future is always uncertain. Even for those intending to do 
all of their giving during their lives, it remains important 
to advise them of the estate tax risks inherent to taxable 
structures for philanthropy.

Of course, the tax hit for-profit philanthropic vehicles 
will take as compared to their tax-exempt counterparts 
may shift with the political winds. Congress may well 
repeal the estate tax or dramatically reduce its applica-
tion. The value of income tax deductions decreases along 
with rates, which may also be on their way down. The 
contours of any upcoming tax reform legislation remain 
uncertain, but many options under consideration would 
further reduce the disadvantages of taxable alternatives to 
private foundations.

The Benefits of Taxable Alternatives

The numerous factors that can diminish the tax disad-
vantages of for-profit alternatives must be considered 
alongside the considerable advantages these vehicles of-
fer. The benefits again appear in most stark relief when 
comparing an LLC structure with a traditional private 
foundation. Private foundations are the most heavily 
regulated of exempt entities, subject to a strict excise tax 
regime, and heightened transparency requirements. Even 
when compared to other exempt entities, however, LLCs 
enjoy significant operational freedom and offer donors 
unparalleled control.

The private foundation excess business holdings rules 
will constrain donors in two different ways. The rules 
restrict the amount of equity a foundation, together with 
certain insiders including substantial contributors, can 
hold in any business.45 These rules would force a private 
foundation that received a controlling interest in a business 
from an entrepreneur-turned-philanthropist to dispose of 
it on the tax code’s timeline. In contrast, for-profit vehicles 

could accept a controlling stake and allow the donor to 
retain control over it until they chose to divest.

The same excess business holdings rules also limit the 
stakes foundations may hold in unrelated businesses, a 
constraint that will impede certain investment strate-
gies. Many philanthropists today view patient invest-
ments in startup and growth-stage social enterprises 
as an important part of their charitable activities. For 
private foundations, though, the limits on excess busi-
ness holdings will also restrict the size and terms of such 
impact investments. The excise tax imposed on private 
foundation investments that “jeopardize” their chari-
table purposes has also long been criticized for chilling 
interest in investments that trade financial returns for 
social performance. As mentioned above, updates in this 
area have increased flexibility, but a for-profit structure 
offers philanthropists still greater latitude; they can 
simply invest their assets however they wish.

Philanthropists who value operational flexibility will 
also bridle under the private foundation self-dealing rules 
discussed above. A philanthropy that shares employees, 
space, and other resources with its donors and their related 
businesses can spur collaboration and generate efficien-
cies, like a family office. But such arrangements between 
a private foundation, its substantial contributors, and 
entities they control, will trigger burdensome regulatory 
compliance and documentation at best and IRS scrutiny 
and penalty taxes at worst.46 Even compensation is more 
complicated for private foundations. A taxable alternative 
gives founders free rein.

Structuring a philanthropic vehicle as a for-profit 
likewise avoids the private foundation rules’ minimum 
distribution requirement and exempt organizations’ 
limitations in the political arena. Rather than meeting 
statutory demands to steadily and annually expend 5% 
of its assets, taxable philanthropic vehicles make donors 
the masters of their philanthropies’ time horizons. A phi-
lanthropist who views political and electoral advocacy as 
a key part of their charitable mission simply cannot use 
a private foundation to helm a coordinated effort. But a 
nonexempt philanthropic vehicle structured as an LLC 
can easily be put to this use.

Of course, as noted above, private foundations are 
not the only exempt category available to structure a 
philanthropic vehicle. Code Sec. 501(c)(4) social welfare 
organizations and Code Sec. 501(c)(6) business leagues 
can accommodate a great deal of political activity and are 
already frequently used by politically oriented donors. Yet, 
political activities sap the tax advantages of such organiza-
tional structures, as they are subject to tax on the lesser of 
their political expenditures or their investment income.47 
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For a typical Code Sec. 501(c)(4) organization established 
to engage in a combination of social welfare and political 
activities (with social welfare ones scrupulously remaining 
primary) and to be funded by ongoing donations, this in-
cursion into exemption poses no danger. The same analysis 
applies to business leagues funded by membership pay-
ments. With investment income at zero or very low levels, 
their tax exemption will remain essentially intact. Using a 
social welfare organization or business league as a private 
foundation substitute with a large founding contribution 
creating an endowment, however, contemplates significant 
investment income to maintain the philanthropy’s coffers 
over time. In these circumstances, without careful man-
agement, political expenditures could result in significant 
taxes, limiting the comparative advantage of these forms 
over taxable vehicles.

Additionally, taxable structures offer donors far more 
privacy than tax-exempt ones. The benefits of nonprofit 
and tax-exempt status come with the burden of transpar-
ency, and the burden of transparency is particularly severe 
for private foundations. While other exempt organizations 
also provide the IRS with a schedule reporting the names 
and addresses of contributors, private foundations must 
also make their donor lists open to public inspection.48

Taxable vehicles compare very favorably to this intense 
spotlight, as tax confidentiality will protect the contents 
of their filings from public view. Indeed, single member 
LLCs typically will not file at all; income will simply be 
reported on the member’s own (again confidential) re-
turn.49 For donors seeking to avoid public scrutiny of their 
philanthropic activities, the privacy offered by a taxable 
entity may outweigh its costs.

Finally, taxable entities provide donors with un-
paralleled control over the funds they contribute to a 
philanthropic organization. The LLC form is incred-
ibly malleable in terms of governance arrangements, 
which can be designed to suit the founders’ goals and 
plans. The founder can be its sole member and enjoy 
complete control over the assets it manages. But the 
ultimate facet of the control a taxable structure offers 
is the ability to exit. If a donor utilizes an LLC to 
establish a philanthropic initiative, and changes their 
mind later and would like their assets back, they can 
simply dissolve the entity and take back the funds. 

Of course, a donor could secure substantial day-to-
day control over a philanthropic entity organized as 
private foundation by using the charitable trust form 
and naming the donor as sole trustee. Still, the type of 
about-face that would claw back previously donated 
funds will not be possible even with a single-trustee 
charitable trust. The assets of tax-exempt philanthropic 
entities are locked into the charitable stream in per-
petuity. Clear legal bars prevent them from ever being 
diverted back to the donor.50

Taxable alternatives to private foundations lack universal 
appeal. But for donors who do not view their tax costs as 
an insurmountable barrier—and this group may expand 
as tax law changes—taxable alternatives offer myriad ben-
efits. They evade the regulatory thicket imposed on the 
investments, resource-sharing arrangements, and political 
activities of tax-exempt entities, particularly private foun-
dations. They can avoid exposure of sensitive information. 
And, they put donors in the driver’s seat.

Conclusion
Private foundations are now only one of many possible 
choices for those establishing philanthropic institutions. 
SOs and DAFs continue to offer founders tax benefits 
that exceed private foundation alternatives, provided they 
are willing to limit their charitable agendas to a set of 
Supported Charities or cede ultimate control to a public 
charity DAF host. For entrepreneurs seeking flexibility to 
innovate and generate impact using commercial as well 
as traditionally charitable methods, however, the variety 
of alternatives beyond Code Sec. 501(c)(3) vehicles can 
be even more attractive. Organizing one’s philanthropy 
as a “501(c)(4) foundation” can preserve many of the 
tax advantages attendant to traditional charitable forms, 
while avoiding the intensive regulation imposed on private 
foundations. Utilizing an LLC structure accepts somewhat 
greater potential tax burdens but offers founders the broad-
est range of activities, freedom from regulation, privacy, 
and control. As tax law evolves, creative advisors will 
develop new possibilities to add to this stable of options. 
In doing so, they will continue to help new generations 
of donors structure institutions to fulfill their unique 
philanthropic visions.
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