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Quote of the Day

“He who is good with a hammer begins 
to think that everything is a nail.”

Abraham Maslow
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Disclaimer

• The information given in this presentation is not intended 
as specific legal advice. 

• Caution is advised. 

• I make no representations or warranties about the content 
as applied to a real-life situation.
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Overview and Purpose

• The purpose of this presentation is to provide an 
overview of the major charitable tools and techniques 
currently in use.

• We will analyze each tool and technique with up to the 
same set of 16 criteria and compare some of them to 
other tools and techniques.

• There’s something in this presentation for everyone from 
the novice to the experienced tax and estate planner. 
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Design and Evaluation Criteria

• The design and evaluation criteria includes:

–Advantages.

–Disadvantages.

–Assets best suited for the tool.

–Assets generally not well suited for the tool.

–Need for independent valuation.
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Design and Evaluation Criteria

• The design and evaluation criteria includes (cont.):
–Cost and importance of implementation and ongoing 

administration.

–Cash flow requirements of assets used in the tool.

–Cash flow requirements of client and client’s spouse 
and family if the tool is used.

–Estate tax risks and consequences.

–Gift tax risks and consequences.
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Design and Evaluation Criteria 

• The design and evaluation criteria includes (cont.):
–Income tax risks and consequences.

–Clients for whom the tool generally works best.

–Clients for whom the tool generally may not work.

–Whether the tool is “age, interest rate or health 
sensitive.”

–Best recipients of the transfer made by the tool.

–Asset protection, if any, offered by the tool.
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Admonitions About 
Irrevocable Lifetime Planning

• I’ll start this session with an admonition about irrevocable lifetime 
planning.

• By “irrevocable lifetime planning,” I mean charitable planning that, once 
done, usually can’t be undone at all or not without a lot of trouble and 
potential expense.

• There’s also still the issue of clients running out of money since we’re all 
living longer today—life expectancy in the United States in 1900 was 45; 
now it is almost 80 and going up rapidly, particularly for those who have 
access to top healthcare; yet, many estate planning paradigms are still 
mired in the 20th century.

• Charitable intent is a must for all charitable gifts. Otherwise, the risk of a 
bad case of donor’s remorse will set in, which could mean litigation.
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Fallacy about the 
Costs of Doing Nothing

• Estate planners often break down lifetime estate-planning considerations to 
whether or not the client can afford to make lifetime gifts.

• Estate planners too often attempt to make the determination for the client 
regarding what the client can afford to do with respect to lifetime gifting, 
instead of having the client make that determination. 

• Sometimes, the estate planner’s advice is couched in terms of what the 
client cannot afford not to do. In my opinion, this is wrong-headed.

• Don't underestimate the value of Doing Nothing, of just going along, 
listening to all the things you can't hear, and not bothering.

• A. A. Milne

• The sage acts by doing nothing.

• Lao-Tze
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Tour of Charitable Planning
Tools and Techniques
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Tour of Charitable Planning
Tools and Techniques
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Finding the Sweet Spot
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Importance of “Fit”

• The “fit” is your ultimate goal.

• What is the “fit” of a charitable planning tool with a 
client and the client’s spouse and the client’s family 
and the charity(ies)?

• Is the tool selected the right “fit” with the client’s 
assets?

• These questions must be answered, or you are 
risking a failure of the tool.
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Importance of Understanding This

• Charitable tools and techniques almost never ever
outproduce or give more benefit than a non-charitable 
tool or technique.

• This gets talked about a lot, i.e., that charitable tools or 
techniques can sometimes increase a family’s wealth. I’ve 
never seen it happen. Don’t count on it, and I’d be very 
skeptical of any projection that purports to demonstrate 
it. This is why significant charitable intent is so 
important.
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One Trick Ponies

Estate planners should pay heed 
to Maslow’s admonition:

You can’t be a “one trick pony.”
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Agenda

• We’ll review the following techniques in this webinar:

– Charitable Lead Trusts (CLT)

– Charitable Remainder Trusts (CRT)

– Charitable Gift Annuities (CGA)

– Pooled Income Funds (PIF)

– Remainder Interest in a Personal Residence or Farm

– Private Foundations

– Supporting Organizations

– Donor Advised Funds (DAF)

– IRA Charitable Rollover

– Charitable LLC

– Wyoming Statutory Foundation

– Bargain sale 
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More Quotes of the Day

“If you can't explain it to a six year old, you don't 
understand it yourself.”

- Albert Einstein 

“Life is really simple, but we insist on making it 
complicated.”

- Confucius
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And Still More Quotes of the Day

“There is nothing which we receive with so much 
reluctance as advice.”

- Joseph Addison

“Advice is what we ask for when we already 
know the answer but wish we didn’t.” 

- Erica Jong
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Charitable Lead Trusts (CLT)

• Defined.  Transfer in trust with initial payment to charity and remainder to family or 
grantor at the end of the trust term; it’s the flip-side of the charitable remainder trust 
(CRT).

– Can be either a unitrust payment to charity (e.g., 3% of the fair market value of the 
assets, valued annually) (called a CLUT) or an annuity payment to charity (e.g., 2% of 
the initial fair market value of the assets) (called a CLAT).

– Can be treated as a grantor trust for income tax purposes (donor gets income tax 
deduction on creation of the trust but is responsible for all tax on excess trust income 
in the future) or as a non-grantor trust (trust is separate, taxable, taxpaying entity, but 
gets an unlimited charitable income tax deduction).

– Can be set up by will/revocable trust or during lifetime.

– Can set charitable payout by formula.
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Charitable Lead Trusts (CLT)

• Advantages.

– Can permit passage of wealth by proper design of term of trust and charitable 
payment percentage. 

– Unlike the CRT, there is no 5% required minimum payment, 5% exhaustion test, 20-
year maximum term or 10% remainder requirement.

– Can rescue an otherwise illiquid taxable estate as an alternative to life insurance or 
in conjunction with life insurance.

– Can assist a wealthy, illiquid donor who doesn’t want or can’t afford or get life 
insurance.

– Income could be paid into a private foundation or supporting organization 
effectively controlled by the family.

– Serves charitable purposes immediately.
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Charitable Lead Trusts (CLT)

• Disadvantages.
– Family members and the grantor need other sources of income and 

support during CLT term.

– Not income tax-exempt (unlike a CRT).

– Not insignificant cost of startup.

– If charitable payout is larger than the CLT income, then the excess will 
have to come out of CLT principal, which is inefficient.

– Poor design could cause family to wind up with less.

– Valuation could be expensive, especially if the CLUT format is chosen, 
since valuation would have to be done annually, like an ESOP.
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Charitable Lead Trusts (CLT)

• Assets best suited for charitable lead trusts.
– Trust assets that are appreciating in value.

– Assets that are throwing off at least enough cash flow to satisfy the annual 
charitable payment.

• Assets not well suited for charitable lead trusts.
– Assets not expected to appreciate.

– Assets which do not throw off enough net cash flow to pay the charity 
unless there is another cash source.

– Can’t put S corporation stock into a non-grantor charitable lead trust.

– Closely-held business interests where the actuarial value of the family’s 
interests in the trust doesn’t exceed 40%.
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Charitable Lead Trusts (CLT)

• Cost of implementation and administration.

– Generally, the costs of putting together a charitable lead trust are not 
insignificant, and if a valuation of non-publicly traded assets is required, the 
cost is increased.

– A new tax return usually is required.

– Maintenance of the private foundation rules that are applicable to certain 
charitable lead trusts can be an item of expense.

– Income tax on income in excess of that paid out to charity.

• Need for independent valuation. Often, but not always, except for 
CLUTs that hold subjectively valued assets.
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Charitable Lead Trusts (CLT)

• Estate tax consequences.

– If created during lifetime, there are no estate tax consequences, except for 
inclusion of the front-end gift as an “adjusted taxable gift” on the settlor’s federal 
estate tax return.

– If created in a will, the decedent gets an estate tax charitable contribution 
deduction under IRC Sec. 2055 and only pays estate tax on the difference between 
the asset value and the present value of the charitable interest.

– For GST Tax purposes, CLATs suffer the inability to allocate GST Tax exemption to 
the trust during the charitable lead term. IRC Sec. 2642(e). This means that it is 
possible for there to not be sufficient remaining GST Tax exemption to create a zero 
inclusion ratio over the CLAT transfer, thereby exposing some of the CLAT to the 
GST Tax because no one can predict future value.
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Charitable Lead Trusts (CLT)

• Gift tax consequences.

– If created in a will, there are no gift tax consequences.

– If created during lifetime, the donor gets a gift tax charitable contribution 
deduction under IRC Sec. 2522 and only pays gift tax on the difference
between the asset value and the present value of the charitable interest.

– CLATs suffer a GST Tax disadvantage because of the inability to allocate GST 
Tax exemption during the existence of the charitable lead interest. IRC Sec. 
2642(e). This means that it is possible for there to not be sufficient 
remaining GST Tax exemption to create a zero inclusion ratio over the CLAT 
transfer, thereby exposing some of the CLAT to the GST Tax because no one 
can predict future value.
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Charitable Lead Trusts (CLT)

• Income tax consequences.

– If a non-grantor CLT, the donor gets no income tax charitable deduction, but the charitable 
lead trust in effect gets 100% charitable deduction for all income paid to charity.

– Unlike the CRT, the CLT is not income tax-exempt (so caution is in order), but it does receive 
the income tax charitable contribution deduction for all CLT income (but not principal) that 
it pays to the charitable lead beneficiary.

– If a grantor CLT, the grantor would get an income tax charitable contribution deduction, but 
the donor would have to pay income tax on all future trust income because the trust is a 
grantor trust.

– If a grantor trust, the CLT could hold stock in an S corporation, but not if it is a non-grantor 
trust.

– CLTs are subject to some of the private foundation taxes, e.g., self-dealing, jeopardizing 
investments, etc. More of these taxes apply if the value of the charity’s interest exceeds 
60% of the value of the CLT.

© 2021 L. Paul Hood, Jr.



Charitable Lead Trusts (CLT)

• Client for whom charitable lead trust works best.

– Client who has charitable intentions.

– Client looking to create a separate charitable vehicle.

– Client who has maxed out income tax charitable contribution deductions.

– Client with a sizable, illiquid estate and either doesn’t want or can’t afford 
or get life insurance.

– Client whose spouse and family can afford to live without the income from 
the payments during the charitable term.

– Client who can’t afford, can’t get or who doesn’t want to buy life insurance.
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Charitable Lead Trusts (CLT)

• Client for whom a charitable lead trust may not work.

– Client who has no charitable intentions.

– Client whose spouse and/or family cannot afford to live 
without the income from the property.

– Clients who don’t value ongoing professional advice.

• Asset protection offered by the tool: Significant, 
especially if settled in a DAPT state if a grantor CLT.
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Charitable Lead Trusts (CLT)

• Whether the CLT is “age, interest rate or health sensitive.”

– Very. The amount of the charitable deduction is in part a function of the AFR. Low AFRs 
favor CLTs. If the CLT is tied to the life of an individual, then it also is age sensitive.

• Best recipients of the transfer made by the CLT.

– Worthy charities (which can, if carefully done, include a private foundation).

– Beneficiaries who can withstand going without distributions from the CLT during the term 
of the charitable interest.

– Someone who has had a large income year and needs a deduction yet wants the property 
to stay in the family. 

• Cash flow requirements of assets used in the CLT.

– Ideally, the CLT will generate enough cash flow to pay the charitable lead payment and 
income tax on any income that the CLT recognizes. 

• Cash flow requirements of client and client’s spouse and family if the CLT is used.

– The grantor and the remainder private beneficiaries of a CLT must have resources to live on 
outside of the CLT.
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Charitable Remainder Trusts (CRT)

• Defined. Transfer in trust, with income typically to donor 
and/or donor’s spouse, with remainder to charity.  CRTs come 
in two (2) varieties: the annuity trust (CRAT) and the unitrust 
(CRUT). The CRUT itself can be of four (4) variations: straight
CRUT, a lesser of net income or unitrust amount with no 
makeup (NICRUT), a lesser of net income or unitrust amount 
with makeup (NIMCRUT) or a “flip CRUT” whereby the CRUT 
starts out as a NICRUT and then typically converts into a 
straight CRUT on occurrence of some event, e.g., a sale of 
property.
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Charitable Remainder Trusts (CRT)

• Advantages.
– Permits diversification of highly appreciated assets without loss of capital

to produce cash flow.

– Fulfills charitable needs and desires.

– Qualifies for income tax charitable contribution deduction.

– Permits spreading of capital gain recognition on sale of appreciated asset 
over time.

– CRT is income tax-exempt.

– Donor usually can be trustee, with even less hassle where difficult to value 
property is involved, in light of amendments to the charitable remainder 
trust regulations under IRC Sec. 664.
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Charitable Remainder Trusts (CRT)

• Disadvantages.
– Tremendously overused and oversold for a long time, with Congressional backlash 

in TRA’97 (10% remainder interest minimum rule) and subsequently by the IRS in 
various notices.

– Loss of access to capital.

– Capital ultimately diverted to charity.

– Self-imposed restrictions.

– Limitations on cash flow.

– Valuation of subjectively valued property, particularly where a unitrust varietal is 
employed, can become expensive.

– If the trust is not properly administered, then you can lose the income tax-exempt 
status of the CRT as well as the estate tax charitable deduction. Cf. Atkinson Estate 
v. Commissioner.

© 2021 L. Paul Hood, Jr.



Charitable Remainder Trusts (CRT)

• Assets well suited for CRTs.

– Assets that are highly appreciated in value and that the donor 
wants to sell in order to create more spendable income but can’t 
afford to take the capital gains hit all at once.

– Assets that would be given to charity anyway.

– Assets that can be easily sold.

– Assets that generate net cash flow.

– Assets that aren’t encumbered by debt.
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Charitable Remainder Trusts (CRT)

• Assets ill suited for CRT.

– Assets that the charity will not want, particularly those types of 
assets that are difficult to sell.

– Assets that require expensive annual valuations.

– Any asset that creates unrelated business taxable income, which 
causes the CRT to be income taxable.

– Assets that cannot be easily or quickly sold.

– Assets that do not generate positive cash flow.

– Encumbered assets.
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Charitable Remainder Trusts (CRT)

• Costs of implementation and administration.

– Generally, the costs of creating a CRT do not have to be that 
significant. Nevertheless, they can be if there are appraisal fees and 
recordation costs on creation.

– Generally speaking, in my opinion, the initial donation to the CRT 
should be a minimum of $250,000-$500,000 in order to justify the 
expense of properly maintaining the CRT; anything below that, the 
donor should consider a charitable gift annuity (discussed later).

– There are new tax returns to prepare.

– If valuation has to be done on an annual basis (as in a CRUT), those 
costs could be substantial over time.

© 2021 L. Paul Hood, Jr.



Charitable Remainder Trusts (CRT)

• Clients for whom the CRT works best.

– Clients who have charitable intentions.

– Clients who want to sell highly appreciated property but perhaps could not 
afford to pay or want to pay the capital gains tax in one lump sum.

– Clients who want to diversify to create additional net spending income 
without paying the capital gains tax in one lump sum.

– Clients who can withstand the loss of access to capital.

– Clients who are not within the “bad” age brackets of TRA’97.

– Childless folks or folks who have no family that they wish to favor or 
situations where they’ve already provided amply for their loved ones with 
other assets.
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Charitable Remainder Trusts (CRT)

• Clients for whom the CRT may not work.

– Clients for who have little or no charitable intentions.

– Clients who can’t withstand the loss of access to capital.

– Clients who are within the “bad” age brackets of TRA’97.

– Folks who have descendants that they wish to favor.
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Charitable Remainder Trusts (CRT)

• Gift tax consequences:

– If created during lifetime and if the donor or the donor’s spouse are the only non-
charitable beneficiaries, the entire gift qualifies for the gift tax marital deduction. IRC Sec. 
2523(g).

– If created during lifetime but the donor is not a beneficiary, but someone else is the non-
charitable beneficiary, there is a taxable gift made to the extent of the non-charitable 
beneficiary’s actuarial interest, measured by the value of the CRT donation, reduced by a 
gift tax charitable contribution deduction for the present value of the charitable 
beneficiary’s remainder interest.

– If the donor is a beneficiary of the CRT along with another individual who is not the 
donor’s spouse, but the donor retains the right to revoke the interest of that other 
individual beneficiary, there is no taxable gift on creation of the CRT, and the donor will 
receive a gift tax charitable contribution deduction for the charitable remainder interest.
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Charitable Remainder Trusts (CRT)

• Estate tax consequences:

– If the CRT is created during lifetime and the donor’s spouse is the 
surviving non-charitable beneficiary, the CRT will be included in the 
donor’s estate under IRC Sec. 2036, but the entire CRT value will be 
subject to an estate tax marital deduction. IRC Sec. 2056(b)(8). 

– When the spouse dies, there will be no inclusion under IRC Sec. 2044 
because no QTIP election was made in the estate of the donor spouse, 
but the donor’s spouse’s estate also will not get an estate tax 
charitable deduction because nothing passed from that spouse.
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Charitable Remainder Trusts (CRT)

• Estate tax consequences:

– If created during lifetime and if the donor is the only non-charitable 
beneficiary, the value of the CRT at the donor’s death is includible 
under IRC Sec. 2036, but the donor’s estate receives a complete estate 
tax charitable contribution deduction, resulting in a wash. IRC Sec. 
2055.

– If created during lifetime but the donor is not a beneficiary, but 
someone else is the non-charitable beneficiary, there is no inclusion in 
the donor’s estate at death, although the value of the taxable gift on 
creation of the CRT will be part of the donor’s adjusted taxable gifts 
on the Form 706.
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Charitable Remainder Trusts (CRT)

• Income tax consequences:

– With the exception of unrelated business taxable income, CRTs are 
income tax-exempt.

– However, the distributions to the non-charitable beneficiaries are 
subject to the four-tier distribution rule, in which CRT fiduciary 
accounting income is deemed to come out first, until exhaustion, 
followed by capital gain, until exhaustion, followed by tax-exempt 
income, until exhaustion, followed by non-taxable principal. So, in 
essence, the “bad stuff,” i.e., taxable income, comes out first.
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Charitable Remainder Trusts (CRT)

• Asset Protection offered by the technique.

– It’s a self-settled trust (so if settled in a DAPT state-probably 
significant), so the interest of a settlor/donor could be seized in those 
non-DAPT states. 

– The interests of the third party charitable beneficiary generally are 
protected from seizure.

– The interests of a third party non-charitable private beneficiary should 
be protected by a good spendthrift clause.

• Need for independent valuation-Unless the property 
contributed to the trust is cash or marketable securities, the 
answer is yes.
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Charitable Remainder Trusts (CRT)

• Cash flow requirements of the assets in the CRT.

– Depending upon the type of CRUT it is, it might need the asset to generate cash flow. 
However, there has to be cash flow or other monetization in order to pay the private 
beneficiaries when those payments are due.

• Cash flow requirements of the client donor and the other beneficiaries.

– The cash flow requirements of the donor client or the beneficiaries for needs other than 
those that can be financed out of the CRT is limited and depends upon their personal 
resources. 

• Is the CRT “age, interest rate or health sensitive?” 

– Because of the 10% remainder requirement and the 5% probability of exhaustion test, 
many people are too young to form CRATs for lifetime(s) in times of low AFRs. The same 
problem doesn’t apply to CRUTs.
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Quotes of the Day

“Our life is frittered away by detail...Simplify, simplify.”

- Henry David Thoreau

“Keep constantly in mind in how many things you yourself 
have witnessed change already. The universe is change, life is 
understanding.”

- Marcus Aurelius
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Charitable Gift Annuity (CGA)

What is a Charitable Gift Annuity?

• A charitable gift annuity (CGA) is simple contract and is an 
unsecured promise made by a charity to pay a specified set amount
each year to a person, who is called the “annuitant,” in exchange 
for the donor contributing property to the charity.

• Can be for one life or for two lives only.

• The payments to the annuitant depend solely on the age of the 
annuitant(s), and the payments are always higher the older an 
annuitant is when the charitable gift annuity payments begin.
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Charitable Gift Annuity (CGA)

Advantages of a CGA.

• Simplicity; no lawyer is required; most annuity contracts are either one or two pages.

• The charitable gift annuity provides the donor with an immediate income tax charitable 
contribution deduction in the year of donation and provides a lifetime stream of income 
to the donor or other annuitants. 

• The donor can transfer cash or property in exchange for the annuity payment. Although 
most charities treat real estate gifts differently and often don’t accept all real estate, the 
CRT can accept real estate.

• The payout rate is fixed, is immune to market fluctuations and is guaranteed for the life of 
the contract.

• Since the payout rate is purely a function of age, a charitable gift annuity often compares 
favorably to alternative investments such as certificates of deposit, particularly during 
periods of low interest rates.
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Charitable Gift Annuity (CGA)

Advantages of a CGA (cont.).

• The donor essentially sloughs off the risk of outliving his or her money onto a 
larger charitable organization, which takes on the lifetime risk of paying the fixed 
annuity.

• If the donor outlives the actuarial tables, it is possible that the donor will have 
received in annuity payments an amount that exceeds the initial donation; so-
called “under water annuities” are the risk of the charitable organization.

• While most charities use the same rates promulgated by ACGA, charities can 
negotiate different rates of annuity payout.

• A significant portion of each annuity payment is tax-free return of capital until the 
donor reaches life expectancy.
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Charitable Gift Annuity (CGA)

Disadvantages of a CGA.

• The payout rate is fixed, and it is susceptible to adverse market 
fluctuations for alternative investments down the road.

• No inflation protection, unlike a CRUT.

• The CGA is irrevocable, and the donor loses access to the capital 
represented by the donation.

• The donor takes on the lifetime risk of relying on the long term 
financial viability of the issuing charitable organization.

• There is no guarantee of the annuity as there is with an FDIC-
insured bank account.
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Charitable Gift Annuity (CGA)

Disadvantages of a CGA (cont.).

• The charity may not be obligated to set the annuity money aside, although this 
depends in part on applicable state law. 

• Only financially stable charitable organizations should issue CGAs.

• The charity may use the money for whatever purposes it chooses unless the donor 
specified a particular use and bound the charity to it in a gift agreement or in the 
CGA instrument itself when the annuity was purchased.

• Because of the investment nature of the CGA, charitable intent, which I believe to 
be a bedrock, often gets shoved to the side.

• There is no inflation protection for the annuity payments. 
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Charitable Gift Annuity (CGA)

• Assets best suited for the CGA.

– Generally cash or marketable securities, but some charities will 
accept certain immediately saleable real estate in exchange for a 
CGA.

• Assets generally not well suited for the CGA.

– Generally anything other than cash or marketable securities.

• Need for independent valuation. 

– Yes, if the property given in exchange for a CGA is subjectively 
valued, e.g., real estate, etc.
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Charitable Gift Annuity (CGA)

• Cost and importance of implementation and ongoing 
administration.

– Virtually zero cost.

– Donor doesn’t need a lawyer.

– Agreement is one or two pages.

– No ongoing administration, because it’s all done by the charity or the 
third party vendor.

• Cash flow requirements of assets used in the CGA.

– Zero. The annuity is purely a function of the age(s) of the annuitant(s). 
The annuity can be satisfied out of the charitable organization’s 
general assets and isn’t tied to the original donation or fund like a CRT 
or a PIF is. © 2021 L. Paul Hood, Jr.



Charitable Gift Annuity (CGA)

• Cash flow requirements of client and client’s spouse and family if the 
CGA is used.

– Given the rigidity of the CGA payouts, the client would have to have other 
assets should expenses exceed the amount of the annuity because you 
would lose the access to the capital represented by the assets given to the 
charitable organization in the exchange for the CGA. 

• Estate tax risks and consequences.

– If formed during lifetime of the annuitant, there will be nothing left to 
include in the annuitant’s estate since payments cease upon the annuitant’s 
death.

– If a client leaves a testamentary CGA, the client’s estate will get an estate tax 
charitable contribution deduction for the actuarial interest of the charitable 
organization in the CGA.
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Charitable Gift Annuity (CGA)

• Gift tax risks and consequences.

– If the client is the only annuitant, then there are no effective gift 
tax consequences. The actuarial interest of the charitable 
organization will be reported as a gift but will be fully deductible.

– If the client is not the annuitant or is not the sole annuitant, then 
the client would be making a taxable gift of the other annuitant’s 
interest in the CGA. However, most of the time, the client retains 
the right to revoke the interest of the other annuitant to prevent 
a completed gift from taking place.
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Charitable Gift Annuity (CGA)

• Income tax risks and consequences.

– If formed at death, there will be no income tax consequences to the 
client. 

– If formed during lifetime, the donor will receive an income (and gift, if 
someone other than the donor is the annuitant) tax charitable 
contribution deduction for the present value of the charitable 
organization’s remainder interest.

– If the annuity is funded with cash, the annuitant will receive a mix of 
interest income and return of capital (until all is exhausted, which 
should happen when the annuitant reaches actuarial life expectancy, 
at which time the annuity would be all ordinary income).
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Charitable Gift Annuity (CGA)

• Income tax risks and consequences (cont.).

– If the annuity is funded with appreciated property, the annuitant will 
receive a mix of ordinary interest income, capital gain and return of 
principal until the annuitant reaches actuarial life expectancy (at 
which time all of the capital gain and return of capital will be 
exhausted), and all annuity payments received after that point will be 
ordinary income.

– If funded with appreciated property and the donor is not the 
annuitant, then all of the capital gain has to be recognized in the year 
of the gift.

– Extremely low AFRs can cause the charity’s interest to be less than 
10%, which would invalidate the CGA.
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Charitable Gift Annuity (CGA)

• Clients for whom the tool generally works best.

– Clients who have significant affinity and charitable intent.

– Clients who have underperforming assets or cash and want to increase their yield.

– Clients who have sufficient other assets and can withstand loss of access to the capital.

– Clients who are worried about running out of money and want additional security of guaranteed 
lifetime payments. 

– Clients who want to make a gift that isn’t large enough to warrant creation of a CRT.

– Favored charitable organizations that are financially large enough to take on the contractual promise 
to pay the annuity.

– Clients looking to enhance retirement.

– Clients who want to “test drive” the charity with a CGA.

• Clients for whom the tool generally may not work.

– Clients who are more interested in yield than being charitably inclined.

– Clients who can’t withstand loss of access to the capital represented by the gift.

– Charitable organizations that are too small.

– Annuitants who are too young.
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Charitable Gift Annuity (CGA)

• Whether the CGA is “age, interest rate or health sensitive.”

– Very. The annuity is tied to the age(s) of the annuitant(s).

• Best recipients of the transfer made by the CGA.

– Just about anyone.

– A large enough charitable organization.

• Asset protection, if any, offered by the CGA.

– None for the annuitant, except for protection against running out of 
money.

– None for the charitable organization either.

– The charitable organization is on the hook for the annuity payments, 
which can be satisfied out of the general assets of the organization.

© 2021 L. Paul Hood, Jr.



Charitable Gift Annuity (CGA)

What are the ways that CGA payout can be structured?

• Lifetime payments to the donor.

• Lifetime payments to the donor or some third party, and then 
to a surviving annuitant.

• Lifetime payments to the donor or some third party and to 
the other annuitant, and then all to the surviving annuitant.

• Payments to an individual other than the donor, such as a 
sibling or a spouse.

• Deferred annuity payments. 
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Charitable Gift Annuity (CGA)

What are the ways that CGA payout can be structured?

• Lifetime payments to the donor.

• Lifetime payments to the donor or some third party, and then 
to a surviving annuitant.

• Lifetime payments to the donor or some third party and to 
the other annuitant, and then all to the surviving annuitant.

• Payments to an individual other than the donor, such as a 
sibling or a spouse.

• Deferred annuity payments. 
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Charitable Gift Annuity (CGA)

What is a CGA?

• The rates for a single life annuity that most charities use are set by 
the American Council on Gift Annuities (ACGA) and range from 1.5% 
for a five year old to 8.6% for a nonagenarian and up. The ACGA 
also has rates for joint life CGAs. These rates have recently been 
revised, effective July 1, 2020.

• State law governs CGAs. Most states exempt CGAs from the state 
annuities rules, although several states have reporting and reserve 
requirements for CGAs that are sold in that state.
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Charitable Gift Annuity (CGA)

What is a CGA?

• These annuity payments can begin immediately on transfer of the property or they 
can be deferred to some point in the future, either through a set date or a flexible 
deferred date, where the annuitant can select a date later during a set time period, 
which can come in handy when coordinating annuity payments with retirement 
benefits and social security benefits.

• The creator of a CGA gets an income tax charitable contribution deduction equal to 
the present value of the amount expected to be left over for charity at the 
creator’s/annuitant’s death.

• Only a qualified charity can host a CGA-most charities aren’t large enough to take on 
this risk, because it is a risk that is buttressed by all of the charity’s assets.
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Charitable Gift Annuity (CGA)

Of what is each annuity payment from a CGA comprised?

• Each annuity payment is comprised of a return of basis, 
which is income tax-free, ordinary income, and, if the 
original transfer to the charity was property other than 
cash, capital gain. This makeup continues for the 
annuitant’s remaining life expectancy. All payments after
the annuitant reaches life expectancy are ordinary income.
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Charitable Gift Annuity (CGA)

How is the capital gain component of a CGA treated?

• If there is a capital gain component, the amount of the payout that is capital 
gain is a function of how much the property was worth on creation of the 
CGA compared to its adjusted basis.

• If the creator is the sole annuitant, the capital gain is recognized ratably
over the creator’s remaining life expectancy. Once the annuitant reaches life 
expectancy, the entire annuity payment is ordinary income.

• If the creator dies before recognizing all of the capital gain, the balance 
escapes taxation.

• If the creator isn’t the annuitant, all of the capital gain has to be recognized 
in the year of creation. This can be a trap.
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Pooled Income Funds (PIF)

What is a Pooled Income Fund?

• A trust that is established and maintained by a public charity. The 
pooled income fund receives contributions from individual donors that 
are commingled for investment purposes within the fund.

• Each donor is assigned "units of participation" in the fund that are 
based on the relationship of their contribution to the overall value of 
the fund at the time of contribution.

• Unlike the CGA, the pooled income fund is treated as separate and 
apart, and the payouts are tied to the fund itself, not the general 
assets of the charitable organization.
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Pooled Income Funds (PIF)

What is a Pooled Income Fund?

• Each year, the fund's entire net investment income is distributed to 
fund participants according to their units of participation.

• Income distributions are made to each participant for his or her 
lifetime; but on the death of a fund participant, the portion of the 
fund assets attributable to that fund participant is severed from the 
fund and used by the charity for its charitable purposes.

• A pooled income fund could, therefore, also be described as a 
charitable remainder mutual fund.
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Pooled Income Funds (PIF)

• Advantages.

– Smaller donation/investment minimum than possibly even the CGA.

– Much larger charitable contribution deduction than the gift of the same amount to 
a CRT during periods of low AFRs. 

– Can get out of capital gains tax by giving appreciated (unencumbered) property in 
exchange for the PIF units.

• Disadvantages.

– Low rate of return.

– Distributions are all taxable income.

– Unlike the CGA, the right of return is limited to the PIF assets, not the general 
assets of the issuing organization.

– Can’t use supporting organizations or private foundations.

– Watch the administrative fees.
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Pooled Income Funds (PIF)

• Assets best suited for the PIF.

– Cash or appreciated property.

• Assets generally not well suited for the PIF.

– Tax-exempt property.

– Property that is encumbered.

• Need for independent valuation.

– Yes, if the donated asset has no established market for its 
ownership interests.
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Pooled Income Funds (PIF)

• Cost and importance of implementation and ongoing 
administration.

– Very little.

– No need for a lawyer, but still advise to have lawyer look over the 
documents and the disclosure agreement.

– Watch the administrative fees.

• Cash flow requirements of assets used in the PIF.

– With respect to one particular asset, none. However, the PIF must invest in 
assets that generate appreciation and income, particularly since the unit 
holders can only receive income, although if the trustee has a power to 
adjust, which I always advise to include, so that a reasonable amount of 
income is distributed.
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Pooled Income Funds (PIF)

• Cash flow requirements of client and client’s spouse and 
family if the PIF is used.

– Typically, the minimum donation to get into a PIF is less than the 
minimum for a CGA.

– Therefore, most people use the PIF income to supplement their other 
income rather than being significantly reliant on PIF income.

– However, the donor gives up access to the capital represented by the 
donation to the PIF.

– The donor unit holder is limited to the allocable share of net income 
of the PIF, which may or may not beat alternatives in the marketplace.
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Pooled Income Funds (PIF)

• Estate tax risks and consequences.

– If formed during lifetime, and the donor retained the right exercisable by 
will to revoke the interests of other beneficiaries, the entire value of the 
decedent’s share of the PIF is includible in her gross estate under IRC Sec. 
2038(a), but it will be a wash because the remainder will be deductible 
under IRC Sec. 2055. 

– The present value of the charitable remainder interest is calculated based 
on the fair market value of the trust and the ages of the life income 
recipients on the date of the donor's death. The present value of the 
remainder interest qualifies for the estate tax charitable contribution 
deduction under IRC Sec. 2055(a).

– If formed at death, the decedent will get an estate tax charitable 
contribution deduction for the present value of the charitable beneficiary’s 
remainder interest. © 2021 L. Paul Hood, Jr.



Pooled Income Funds (PIF)

• Cost and importance of implementation and ongoing 
administration.

– Very little.

– No need for a lawyer, but still advise to have lawyer look over the 
documents and the disclosure agreement.

– Watch the administrative fees.

• Cash flow requirements of assets used in the PIF.

– With respect to one particular asset, none. However, the PIF must invest in 
assets that generate appreciation and taxable income, particularly since the 
unit holders can only receive income, although if the trustee has a power to 
adjust, which I always advise to include, so that a reasonable amount of 
income is distributed.
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Pooled Income Funds (PIF)

• Estate tax risks and consequences.
– If formed during lifetime, the donor could name other beneficiaries and could retain a 

testamentary right to revoke the interests of the other beneficiaries or not. If the donor 
does not reserve the right to revoke his other beneficial interests, the gifts become 
complete at the time the transfer is made to the PIF. Furthermore, the value of the trust 
will not be includible in her estate. In such case, the donor will file a gift tax return for the 
value of the income interest that exceeds the thene applicable annual exclusion per 
recipient.

– If the donor retains the testamentary right to revoke the other beneficial interests (to 
prevent a taxable gift from taking place), then the value of his share of the PIF is included at 
its then fair market value under IRC Sec. 2038(a).

– If formed at death, the assets will be included in the decedent’s gross estate, but the 
decedent will get an estate tax charitable contribution deduction for the present value of 
the charity’s remainder interest.
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Pooled Income Funds (PIF)

• Gift tax risks and consequences.

– Generally, none if the donor is the beneficiary.

• Income tax risks and consequences.

– All distributions made by a PIF to a beneficiary or owner are taxable 
income.

– The PIF is prohibited from taking or holding tax-exempt securities.

– The contributing/investing owner generally will get a much larger 
income tax charitable contribution deduction as a percentage of the 
gift’s value than a contribution of the same amount to a CRT during 
periods of low AFRs.
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Pooled Income Funds (PIF)

• Clients for whom the PIF generally works best.

– Clients who possess strong charitable intent.

– Clients who can withstand loss of access to capital.

• Clients for whom the PIF generally may not work.

– Clients who aren’t charitably inclined.

– Clients who can’t afford to lose access to the capital represented by the gift to the 
PIF. 

• Whether the tool is “age, interest rate or health sensitive.”

– Yes to age and interest rate sensitivity.

• Best recipients of the transfer made by the tool.

– Public charities that offer PIFs.

• Asset protection, if any, offered by the tool.

– Significant. © 2021 L. Paul Hood, Jr.



Remainder Interest in Personal Residence or Farm

• A transaction in which someone irrevocably transfers title to a personal 
residence or farm to a charitable organization with a retained right to the 
use of the property for a term that is specified in the gift agreement, which 
could be for life, two lives, a term of years or combination.

• At the conclusion of the measuring term, all rights in the property are 
transferred to the charitable organization, which is called a “remainderman” 
because it gets the property left at the remainder of the specified term.

• Donor gets an income tax deduction for present value of the remainder 
interest.

• Typically, the life tenant donor retains responsibility for property taxes and 
maintenance/capital repairs, but this must be set forth in the agreement.
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Remainder Interest in Personal Residence or Farm

• Advantages.

– Avoids probate.

– Makes a nice charitable gift without having to come out of 
pocket with cash or other property.

– Creates a nice income tax deduction now.

• Assets best suited for the tool.

– This technique is expressly limited to personal residences or 
farms.

• Assets generally not well suited for the tool.

– Anything other than a personal residence or farm.
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Remainder Interest in Personal Residence or Farm

• Disadvantages.

– Tends to be used with property that has a short sales period expectancy or 
property that the charitable organization desires to keep and use, meaning that 
most property won’t be appealing to a charitable organization.

– Irrevocable.

– Loss of access to the capital represented by the residence.

– Can be complex if done correctly.

– Tends to require a residence or farm of some value.

– Unless responsibility for capital repairs and ad valorem taxes are properly 
addressed in the agreement/deed, it can cause gnarly problems for the 
relationship between the clients and the selected charity.

– Loss of ability to eliminate a lot of capital gain on sale of a principal residence.

– Income tax charitable contribution deduction might be so large in comparison to 
the donor’s taxable income that it goes unused.
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Remainder Interest in Personal Residence or Farm

• Need for independent valuation.

– Yes, the property must be appraised.

• Cost and importance of implementation and ongoing administration.

– If the donor retains responsibility for regular maintenance, ad valorem taxes and capital repairs, as is 
customary, the donor must have a source of funds not associated with the property to pay those 
expenses.

• Cash flow requirements of assets used in the tool.

– None.

• Cash flow requirements of client and client’s spouse and family if the tool is used.

– Enough from other sources to pay maintenance, ad valorem taxes and capital repairs until death.

• Estate tax risks and consequences.

– The date of death value of the property will be included in the donor’s estate under IRC Sec. 
2036(a)(1), but it will result in a wash because the full fair market value of the property at the time of 
death will be deductible as an estate tax charitable contribution deduction under IRC Sec. 2055.
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Remainder Interest in Personal Residence or Farm

• Income tax risks and consequences.

– Donor gets an income tax charitable contribution deduction equal to 
the present value of the charity’s remainder interest. The size of that 
income tax charitable contribution deduction depends on several 
variables:

• Fair market value of the land on which the residence sits.

• Fair market value of the residence.

• Remaining useful life of the residence expressed in years.

• Salvage value of the residence at the end of its useful life.

• Donor’s age at the time of the gift.

• IRC Sec. 7520 rate at the time of the gift.
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Remainder Interest in Personal Residence or Farm

• Gift tax risks and consequences.

– Wholly deductible charitable gift equal to the present value of the 
charity’s remainder interest.

• Clients for whom the tool generally works best.

– Clients who possess strong charitable intent and strong affinity for the 
selected charity.

– Clients who own property that is either a personal residence or a 
farm.

– Clients who have the necessary means to cover future maintenance, 
ad valorem taxes and capital repairs, as well as sufficient resources to 
be able to withstand the loss of access to the capital represented by 
the property.
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Remainder Interest in Personal Residence or Farm

• Clients for whom the tool generally may not work.

– Clients who can’t afford the loss of access to the capital represented by the 
property.

– Clients who lack strong charitable intent and/or affinity for the selected charity.

– Clients who can’t afford the upkeep, ad valorem taxes and capital repairs without 
accessing the equity in the property.

• Whether the tool is “age, interest rate or health sensitive.”

– Very interest rate and age sensitive. The lower the AFR, the higher the charitable 
deduction will be.

• Best recipients of the transfer made by the tool.

– Public charities.

• Asset protection, if any, offered by the tool.

– Not significant because the life estate can be seized.
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Private Foundations

What is a Private Foundation?

• Private foundations are creatures of tax law and hearken back to the Tax 
Reform Act of 1969.

• A private foundation literally is a qualified tax-exempt IRC Sec. 501(c)(3) 
charitable organization that is neither a “public charity” nor a 
“supporting organization.” 

• A private foundation can either be a non-profit corporation or a wholly 
charitable trust (no individuals can benefit from a private foundation, 
although, if very carefully done, private foundations can have family 
members as paid employees).
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Private Foundations

What is a Private Foundation?

• Private foundations are called “private” not because of the 
works they do but because of the sources of their funding. A 
public charity is widely supported by a lot of people, whereas 
the private foundation is almost always supported by just one 
family or by a limited number of people.

• Private foundations have several restrictions on them that 
are inapplicable to public charities and supporting 
organizations. 
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Private Foundations

What is a Private Foundation?

• Private foundations are run either by a board of directors (in 
the case of a non-profit corporation) or by one or more 
trustees (the case of a wholly charitable trust).

• Private foundations file an annual tax return, Form 990-PF.

• Even though private foundations are exempt from regular 
income tax, there are some federal taxes on private 
foundations, usually on investment income.
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Private Foundations

What is a Private Foundation?

• Unlike public charities and supporting organizations, private foundations must
distribute at least 5% of the value of the foundation annually or pay a 
30%/100% tax on the failure to make the minimum required distributions.

• There also is a 2%/1% tax on net investment income.

• There also are a series of penalty taxes for “bad things” like self-dealing or 
spending money that is not for a tax-exempt purpose.

• The “death penalty” (loss of tax-exempt status) can be given for private 
inurement.

• Private foundations trade more tax limitations for more control by a family, 
which is what many families want.
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Private Foundations

What is a Private Foundation?

• You can set up a private foundation with any amount of money, but it 
really takes a significant amount of money to make it worth going to the 
trouble.

• If the family doesn’t want day-to-day hands-on control of a private 
foundation, then the private foundation probably is not the way to go, 
and they should consider a donor advised fund or even a supporting 
organization.

• Also, if a family doesn’t like real tight government restrictions but isn’t 
willing to pay for quality professional tax representation to navigate the 
complex rules, then the private foundation is not the way to go.

© 2021 L. Paul Hood, Jr.



Private Foundations

What are the advantages of a Private Foundation?

• The family’s assets remain under the legal and financial control of 
the family in perpetuity.

• The private foundation may be named after the family.

• A private foundation can act as a buffer between the donor and 
those who are seeking philanthropic funding. 

• The family can get a current income tax charitable contribution 
deduction (albeit reduced) while making grants in the future.
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Private Foundations

What are the advantages of a Private Foundation (cont.)?

• Private foundation boards fully control grantmaking decisions.

• The board structure of a foundation makes it an inherently collaborative 
endeavor. The founder may appoint his or her family—spouse, children, or 
others—to the foundation’s board and train them in philanthropy.

• With IRS advance approval, a private foundation may provide scholarships and 
fellowships directly to individuals. Within some limits, foundation members 
also may choose the recipients.

• A private foundation exercises total control over investment strategies, 
vehicles, policies, and managers. Financial control rests entirely with the private 
foundation’s governing body.
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Private Foundations

What are the advantages of a Private Foundation (cont.)?

• The family can appoint its own board of directors or trustees.

• A private foundation may hire and compensate staff, including family 
members, to provide professional services to the foundation, provided 
that they are qualified for their positions and their compensation is 
reasonable and necessary.

• A private foundation may grant out all of its assets to a DAF down the 
road if the family no longer wants the hassle of operating a private 
foundation.
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Private Foundations

What are the disadvantages of a Private Foundation?

• The expense and hassle of forming and operating a private foundation.

• The family may be overwhelmed and/or disinterested in properly 
operating a private family foundation.

• A foundation must file an IRS Form 990-PF annually, listing assets, 
contributors, and grantees, making anonymous giving impossible.

• Donations to a private foundation are subject to lower contribution base 
limitations than donations to public charities or supporting organizations.

• Significantly lower contribution limitations, i.e., cost basis only, on gifts of 
capital gain property other than marketable securities.
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Private Foundations

What are the disadvantages of a Private Foundation (cont.)?

• The IRS forbids using one’s position with the private foundation for 
personal gain (“self-dealing”). Foundation insiders (“disqualified 
persons”) cannot transact with the foundation other than to make 
donations to it, or under limited circumstances, receive fair market value 
compensation for personal services. There are several punitive taxes 
(100%/200%) on private foundations and foundation managers that 
don’t apply to public charities or supporting organizations.

• There is the minimum 5% of the value of the private foundation’s assets 
annual distribution requirement.
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Private Foundations

What are the disadvantages of a Private Foundation (cont.)?

• Under IRC Sec. 4940, however, a private foundation must pay an 
annual excise tax equal to 2% of its net investment income. If the 
foundation’s charitable expenditures exceed a specified minimum 
amount based on the foundation’s average expenditures over the 
preceding five years, the excise tax may be reduced to 1% of the 
private foundation’s net investment income.

• There are periodic recordkeeping and regulatory requirements.
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Private Foundations

• Assets best suited for the tool.

– Unrelated assets to avoid self-dealing issues.

• Assets generally not well suited for the tool.

– Assets that require an appraisal.

– Assets that could create a self-dealing problem.

• Need for independent valuation.

– No, unless subjectively valued assets are being contributed to the private 
foundation.

• Cost and importance of implementation and ongoing 
administration.

– Significant care and feeding of private foundations is required.
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Private Foundations

• Cash flow requirements of assets used in the tool.

– Need to create enough cash flow to pay the required 5% annual 
distribution, the investment excise tax and all expenses of operation.

• Cash flow requirements of client and client’s spouse and 
family if the tool is used.

– Obviously, creation of a private foundation presupposes substantial 
additional wealth.

• Estate tax risks and consequences.

– Testamentary transfers to a private foundation are fully deductible.
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Private Foundations

• Gift tax risks and consequences.

– Transfers to a private foundation are fully deductible as charitable 
contributions.

• Income tax risks and consequences.

– Contributions to a private foundation are deductible for federal income tax 
purposes, but in a much lower amount than gifts to public charities.

• Whether the tool is “age, interest rate or health sensitive.”

– N/A

• Best recipients of the transfer made by the tool.

– N/A

• Asset protection, if any, offered by the tool.

– N/A
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Private Foundations

• Clients for whom the tool generally works best.
– Clients who are committed both in resources and in willingness to take part in private foundation activities.

– Clients who desire more control that either a DAF or a supporting organization can give.

– Clients who don’t mind some publicity, since anonymous giving isn’t permitted.

– Clients who are willing to play by the strict rules applicable to private foundations. 

• Clients for whom the tool generally may not work.
– it really takes a much larger amount of money to be put into a private foundation to make it worth the trouble and 

expense. In my opinion, it takes a minimum final investment of upwards of $2,000,000-$5,000,000  to make a 
private foundation worthwhile.

– If a family isn’t ready yet to commit pretty significant money and time for charitable purposes in the foreseeable 
future, then the private foundation is not the way to go.

– Moreover, it takes a family being willing to work the foundation, e.g., request and approve grant applications, sit 
on the board, etc. If the family isn’t interested in doing this, the private foundation is contraindicated.

– Clients who wish to give anonymously.

– Clients who are publicity averse.

– Clients who are unlikely to follow the strict rules or who aren’t willing to pay for professional tax advice in 
navigating the tricky shoals of tax-exempt entities.
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Supporting Organizations

What is a Supporting Organization?

• A supporting organization is a creature of tax law. It is a free-standing IRC Sec. 
501(c)(3) tax-exempt wholly charitable trust or non-profit corporation. IRC Sec. 
509(a)(3).

• A supporting organization must engage solely in activities that support or 
benefit its supported organization(s) (the “operational test”). In addition to 
making direct grants to its supported organization(s), a supporting organization 
generally may make grants or provide services or facilities to:
– individual members of the charitable class benefited by its supported organization(s).

– another supporting organization that supports the same supported organization(s).

– a state college or university described in IRC Sec. 511(a)(2)(B) (colleges or universities that 
are government instrumentalities).
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Supporting Organizations

What is a Supporting Organization?

• There also is a control test. Disqualified persons may not control a supporting 
organization, whether directly or indirectly. For this purpose--
– Foundation managers who are disqualified persons only as a result of being foundation 

managers, and not for other reasons, are not treated as disqualified persons for purposes 
of this control test; and

– Control means the practical ability to require the organization to perform any act which 
significantly affects its operations, or to prevent any such act.

• There also is a relationship test. A supporting organization is classified as a 
Type I, Type II or Type III supporting organization based on the type of 
relationship it has with its supported organization(s). Type III supporting 
organizations are further classified as functionally integrated and non-
functionally integrated.
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Supporting Organizations

What is a Supporting Organization?

• A Type I supporting organization must be operated, supervised or controlled 
by its supported organization(s), typically by giving the supported 
organization(s) the power to regularly appoint or elect a majority of the 
directors or trustees of the supporting organization. The relationship between 
the supported organization(s) and the supporting organization is sometimes 
described as similar to a parent-subsidiary relationship.

• A Type II supporting organization must be supervised or controlled in 
connection with its supported organization(s), typically by having a majority of 
the directors or trustees of the supported organization(s) serve as a majority of 
the trustees or directors of the supporting organization. The relationship 
between the supported organization(s) and the supporting organization is 
sometimes described as similar to a brother-sister relationship.
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Supporting Organizations

What is a Supporting Organization?

• A Type III supporting organization must be operated in connection with one or 
more publicly supported organizations. All supporting organizations must be 
responsive to the needs and demands of and must constitute an integral part 
of or maintain significant involvement in, their supported organizations. 

• Type I and Type II supporting organizations are deemed to accomplish these 
responsiveness and integral part requirements by virtue of their control 
relationships. 

• However, a Type III supporting organization is not subject to the same level of 
control by its supported organization(s). Therefore, in addition to a notification 
requirement, Type III supporting organizations must pass separate 
responsiveness and integral part tests.
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Supporting Organizations

What is a Supporting Organization?

• In order to satisfy the notification requirement, a Type III supporting 
organization must provide the following documents annually to each of its 
supported organizations:
– A written notice describing the type and amount of support provided by the supporting 

organization to the supported organization during the taxable year preceding the year in 
which the notice is provided;

– A copy of the supporting organization’s Form 990 or 990-EZ that was most recently filed as 
of the date the notification is provided; and

– A copy of the supporting organization’s governing documents, as most recently amended, 
to the extent not previously provided.

– This information must be postmarked or electronically transmitted by the last day of the 
fifth month following the close of the taxable year to which the information pertains.
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Supporting Organizations

What is a Supporting Organization?
• A Type III supporting organization must satisfy one of three alternative integral part tests.

• Alternative 1:  Activities test

• Direct furtherance prong. Substantially all of the supporting organization’s activities must be in 
direct furtherance  of activities of the supported organization.

• Direct furtherance activities are conducted by the supporting organization itself, rather than by 
a supported organization. Fundraising, managing non-exempt-use assets, grant making to 
organizations, and grant making to individuals (unless it meets certain requirements) are not 
direct furtherance activities.

• But for prong. In addition, substantially all of such activities must be activities in which, but for 
the supporting organization’s involvement, the supported organization would normally be 
involved. Examples include holding and managing facilities used by a church for its religious 
purposes, operating food pantries for a group of churches that normally would operate food 
pantries themselves and maintaining local parks for a community foundation that otherwise 
would maintain those parks.
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Supporting Organizations

What is a Supporting Organization?

• In order to satisfy the responsiveness test, a Type III supporting organization must be 
responsive to the needs or demands of a supported organization. An organization meets this 
test with regard to a particular supported organization if:

• The supported organization is adequately represented in the governing body of the supporting 
organization because:

– The supported organization may appoint at least one officer, director or trustee of the 
supporting organization;

– At least one member of the governing body of the supported organization also serves as an 
officer, director or trustee of a supporting organization; or

– The officers, directors, or trustees of the supporting organization and of the supported 
organization maintain a close and continuous working relationship; and

• Because of this relationship, the supported organization has a significant voice in how the 
supporting organization manages and uses its assets.
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Supporting Organizations

What is a Supporting Organization?

• A Type III supporting organization may be functionally integrated (FISO) or 
non-functionally integrated (non-FISO) depending on the manner in which it 
meets the integral part test. Type III FISOs are subject to fewer restrictions and 
requirements than non-FISOs. 

• In particular, distributions from private foundations to Type III non-FISOs are 
not qualifying distributions for purposes of satisfying a private foundation's 
required annual distributions under IRC Sec. 4942 and may be taxable 
expenditures under IRC Sec. 4945. 

• In addition, Type III non-FISOs are subject to excess business holding rules 
under section 4943 and must meet annual payout requirements.
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Supporting Organizations

What is a Supporting Organization?
• A Type III supporting organization must satisfy one of three alternative integral part 

tests (cont.).

• Alternative 2:  Parent of supported organizations

• Governance. The supporting organization must have the power to appoint a majority 
of the officers, directors or trustees of each of its supported organizations.

• Substantial degree of direction. In addition, the supporting organization must perform 
“parent-like” activities by exercising a substantial degree of direction over the policies, 
programs and activities of the supported organizations.

• Alternative 3:  Supporting a governmental entity

• IRS Notice 2014-4 provided interim guidance for supporting organizations that want to 
qualify as functionally integrated because they are supporting a governmental entity.

© 2021 L. Paul Hood, Jr.



Supporting Organizations

What is a Supporting Organization?
• A Type III non-FISO must distribute its distributable amount each year to one or 

more of its supported organizations.

• Under final regulations, the distributable amount equals the greater of (1) 85% of 
the organization’s adjusted net income for the prior taxable year and (2) 3.5% of 
the aggregate fair market value of the organization’s non-exempt use assets, with 
certain adjustments.

• Certain excess amounts may reduce the distributable amount in subsequent years 
(for up to five years after the excess amount is generated).
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Supporting Organizations

What is a Supporting Organization?
• It is not enough for a Type III non-FISO to maintain a certain level of distributions to a 

supported organization. Those distributions must be sufficiently important to the 
supported organization to ensure that the supported organization has sufficient reason 
to pay attention to the supporting organization’s role in its operations. Distributions to 
a particular supported organization are sufficient to ensure such attentiveness if the 
amount of support:

– Equaled at least 10% of the supported organization’s total support for the 
supported organization’s prior year;

– Was necessary to avoid interruption of the carrying on of a particular substantial 
function or activity of the supported organization; or

– Based on all facts and circumstances (including actual evidence of attentiveness) 
was sufficient to ensure attentiveness.
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Supporting Organizations

What is a Supporting Organization?
• At least one-third of the supporting organization’s distributable amount must be 

distributed to supported organizations (1) that meet this attentiveness 
requirement and (2) to which the supporting organization is responsive.

• Neither Type I nor Type III supporting organizations can accept donations from a 
person who, alone or together with certain related persons, directly or indirectly 
controls the governing body of a supported organization of the Type I or Type III 
supporting organization.

• Type III supporting organizations can’t contribute to or support foreign charities.
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Supporting Organizations

What is a Supporting Organization?

• The benefit of being a supporting organization is that it is treated like a 
public charity and doesn’t face the private foundation rules and 
restrictions; additionally, the family still has significant input into how 
the supporting organization’s funds are invested. 

• However, because of perceived or actual abuse of so-called Type III 
supporting organizations, the Pension Protection Act of 2006 enacted 
some stricter requirements on Type III supporting organizations, some of 
which affect all supporting organizations.
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Supporting Organizations

What is a Supporting Organization?

• The family can have a vote in how the supporting 
organization is run but can’t control a supporting 
organization.

• It does allow for more input and control though than 
the next charitable technique that we’ll discuss, which is 
the donor advised fund.
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Supporting Organizations

What is a Supporting Organization?
• Supporting organizations cannot be directly or indirectly controlled by one or 

more disqualified persons (This is called “Type III” and offers the most in the 
way of independence for a family because you could set up a supporting 
organization where a family had two votes and the three supported public 
charities could have one vote each, giving the family the ability to effective 
control with just one of the charities without being in absolute control, which is 
prohibited). 
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Supporting Organizations

What is a Supporting Organization?
• Foreshadowed by its name and the stringent responsiveness and 

attentiveness requirements, a supporting organization supports the 
work almost always of a very small group of public charities, and 
often just one alone.

• Usually, unless there are really strong ties between the family and 
one or two charities, the supporting organization probably is not
the way to go. 
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Supporting Organizations

What is a Supporting Organization?
• Therefore, a family has to be very well set on supporting a 

particular charity or two to want to set up a supporting 
organization, as opposed to either a private foundation or a donor 
advised fund, both of which can support a wide ranging group of 
charities, which can change depending upon the family’s desires 
and goals, whereas a supported organization, once selected, has to 
be changed, of course, the family could hedge its bets and name a 
community foundation as the supported organization.
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Supporting Organizations

• Advantages.
– The benefit of being a supporting organization is that it is treated like a public charity and 

doesn’t face the private foundation rules and restrictions; additionally, the family still has 
significant input into how the supporting organization’s funds are invested. 

– The family can have a vote in how the supporting organization is run but can’t control a 
supporting organization or a supported organization.

– It does allow for more input and control though than the next charitable technique that 
we’ll discuss, which is the donor advised fund.

– Can name a supporting organization, which is a separate entity.

• Disadvantages.
– Because of the various tests, the client is going to be limited to supporting a small number 

of charitable organizations, i.e., under five charitable organizations.

– Type III Non-FISO supporting organizations have a minimum distribution requirement.

– New tax or information returns are required.
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Supporting Organizations

• Assets best suited for the supporting organization.

– Any asset that doesn’t require an appraisal and that are 
acceptable to the charity partners.

• Assets generally not well suited for the supporting 
organization.

– Assets that require a valuation or that aren’t acceptable to the 
charity partners.

• Need for independent valuation.

– Generally, no.
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Supporting Organizations

• Cost and importance of implementation and ongoing administration.

– Significant.

• Cash flow requirements of assets used in the supporting organization.

– Generally speaking, the supporting organization needs to generate cash flow to pay its 
expenses, and if it’s a Type III Non-FISO, then meet its annual distribution requirement.

• Cash flow requirements of client and client’s spouse and family if the supporting 
organization is used.

– Obviously, the donor has to fund the organization out of excess assets.

• Estate tax risks and consequences.

– Testamentary type gifts to supporting organizations qualify for the federal estate tax 
charitable contribution deduction under IRC Sec. 2055. 

• Gift tax risks and consequences.

– Gifts to supporting organizations qualify for the gift tax charitable deduction.
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Supporting Organizations

• Income tax risks and consequences.

– Supporting organizations generally are treated as public charities, although 
Type III Non-FISOs have an annual distribution requirement.

– Contributions to supporting organizations are treated as contributions to 
public charities.

• Whether the supporting organization is “age, interest rate or health 
sensitive.”

– No.

• Best recipients of the transfer made by the supporting organization.

– Public charities.

• Asset protection, if any, offered by the supporting organization.

– Significant.
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Supporting Organizations

• Clients for whom the supporting organization generally works best.

– Clients ho have significant affinity to a couple of charitable organizations that are public 
charities that in’t expected to change.

– Clients willing to commit significant resources to the effort.

– Clients who want some control more than a donor advised fund.

– Clients who are willing and able to obtain and heed good professional tax advice.

• Clients for whom the supporting organization generally may not work.

– Unless there are really strong ties between the family and one or two charities, the 
supporting organization probably is not the way to go.

– Clients who must have absolute control.

– Clients who are unwilling to get or to pay for and listen to good tax advice on the 
administration of the supporting organization.

– Clients who are unwilling to commit significant resources to the supporting organization. 
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Supporting Organizations

• Clients for whom the supporting organization generally works best.
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Donor Advised Funds (DAF)

What is a Donor Advised Fund (DAF)?

• DAFs now are purely a creature of tax law, although they’ve been a part of 
philanthropy for a long time.

• Individuals can take an immediate income tax charitable contribution deduction 
against the full amount that they contribute to a DAF (subject to the regular 
contribution base limitations of income tax charitable contribution deductions), but 
there are presently no rules or regulations about how quickly the money actually has 
to be distributed, although Congress has talked about changing this. 

• Unlike either the private foundation or the supporting organization, which are 
separate organizations, a DAF is only a fund or account that is separately identified by 
contributions by a donor or donors, that is sponsored by a “sponsoring organization” 
(essentially a public charity) and in which a donor or someone appointed by the donor 
expects to have advisory (but non-binding) privileges over the distributions or 
investments.
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Donor Advised Funds (DAF)

What is a Donor Advised Fund?

• A family can’t be in control of a DAF.

• If a family wants more control than just mere input, then the DAF is 
not the way to go.

• You can usually start a DAF with a much lower initial charitable 
donation than either a private foundation or a supporting 
organization.

• In the life cycle of a private foundation that is established by a 
family, it is not unusual to see them converted at some point to a 
DAF, usually where the family has no one either interested in or 
capable of running the family foundation on a day-to-day basis.
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Donor Advised Funds (DAF)

• Assets best suited for the tool.

– Cash or marketable securities generally, although closely held business interests could be if the 
sponsoring public charity allows and accepts it.

• Assets generally not well suited for the DAF.

– Assets in qualified retirement plans or IRAs.

– Assets that the public charity will not accept.

• Need for independent valuation.

– Generally not, except if a subjectively valued asset is contributed, an appraisal will be required. 

• Cost and importance of implementation and ongoing administration.

– Generally, very little if an appraisal isn’t required.

– The contract usually is simple and doesn’t require a lawyer.

• Cash flow requirements of assets used in the DAF.

– None.

• Cash flow requirements of client and client’s spouse and family if the DAF is used.

– It’s a given that a contribution to a DAF must be from excess wealth.
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Donor Advised Funds (DAF)

• Estate tax risks and consequences.

– None.

• Gift tax risks and consequences.

– None.

• Income tax risks and consequences.

– Donor gets an income tax contribution deduction for the total amount contributed, subject 
of course to the contribution base limitations, even though the money won’t be granted 
out all at once.

• Whether the DAF is “age, interest rate or health sensitive.”

– No.

• Best recipients of the transfer made by the DAF.

– Only public charities are eligible recipients. 

• Asset protection, if any, offered by the DAF.

– N/A.
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Donor Advised Funds (DAF)

• Clients for whom the DAF generally works best.

– Clients who have strong charitable intent.

– Clients looking for an income tax charitable contribution deduction.

– Clients who can satisfy the minimum contribution requirements of the sponsoring public charity.

– Clients who wish to name the DAF.

– Clients who are comfortable with merely recommending the charities since the sponsoring 
organization has the final say.

– Clients who had a big income year and are looking to frontload a charitable contribution but don’t 
want to select the charities now.

– Clients who don’t mind losing the recommendation right after a generation or two.

• Clients for whom the DAF generally may not work.

– Clients who lack the necessary resources.

– Clients who lack strong charitable intent.

– Clients who want more control over selection of the ultimate charitable recipients and for a longer 
period of time.
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Donor Advised Funds (DAF)

• Advantages of DAFs.

– Simplified recordkeeping- it's much easier to keep track of one tax 
receipt for a single contribution to a DAF, which then gives money to the 
recommended charities, provided that the sponsoring organization 
accepts the donor’s recommendations.

– One can name a DAF, such as the Hood Family Fund.

– The most common strategy for using a DAF is to “front load” charitable 
contributions in a high income year – when the contribution base 
limitation for charitable contributions will be higher – and then use the 
DAF to make subsequent distributions to the charities themselves in the 
future.
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Donor Advised Funds (DAF)

• Advantages of DAFs (cont.).

–The DAF can be effectively used to give anonymously, 
unlike a private foundation.

–The contributed funds grow tax-free inside of the DAF.

–There presently is no minimum distribution 
requirement, so that the DAF can grow faster.
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Donor Advised Funds (DAF)

• Disadvantages of DAFs.

– The sponsoring organization truly is in control and has the final 
say in where contributions go.

– Donors who are unhappy with the sponsoring organization’s 
responsiveness or decisions can’t get their money back.

– For most sponsoring organizations, but not all, the advisory 
privileges don’t have perpetual life, after which the DAF is 
subsumed into its general charitable pool, sometimes only one or 
two generations at most.
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Donor Advised Funds (DAF)

• Disadvantages of DAFs (cont.).

– It often is very difficult to ascertain how much in the way of fees are 
being charged by the sponsoring organization.

– Grants to a charity must be solely for the benefit of the charity, and the 
donor cannot receive any goods or services in exchange; as a result, 
grants from a DAF to purchase football tickets or tickets for a charitable 
event or a table at a charitable dinner are not permitted.

– DAFs have attracted the ire of Congress, so changes might be looming, 
most notably to the current no required distributions situation.
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IRA Charitable Rollover (QCD)

• Weaning itself a bit off of the breast of K Street, Congress made the 
IRA charitable rollover permanent, which had heretofore been caught 
up in that annual “will they or won’t they renew it” incestuous lobbyist 
saga.

• As a result, IRC Sec. 408(d)(8) applies to exclude qualified charitable 
distributions (“QCDs”) from income if all of the rules are followed.

• What are the rules?
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IRA Charitable Rollover (QCD)

• Only regular and Roth IRAs are eligible for this special rule-qualified 
retirement plans are ineligible.

• The QCD exclusion is allowed up to $100,000 per taxpayer per taxable 
year, irrespective of the number of IRAs the taxpayer may have. 

• Because the QCD is excluded from income, the donor receives no
income tax charitable contribution deduction for the contribution. This 
is an important piece of donor/client education. The benefit is that 
the taxpayer doesn’t have to recognize the QCD as income, and the 
QCD counts toward the annual minimum required distribution.
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IRA Charitable Rollover (QCD)

• QCDs are excludible only if made on or after the date that the IRA owner 
reaches 70½ years of age. This is your target market.

• The exclusion applies only if a charitable contribution deduction for the 
entire distribution otherwise would be allowable, without regard to the 
generally applicable percentage limitations.

• Thus, for example, if the deductible amount is reduced because of a benefit 
received in exchange, or if a deduction is not allowable because the donor 
did not obtain timely sufficient substantiation for the contribution, the 
exclusion is not available with respect to any part of the IRA distribution, 
which is a draconian, all-or-nothing rule. 
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IRA Charitable Rollover (QCD)

• A QCD is taken into account for purposes of the required minimum 
distribution rules applicable to traditional IRAs to the same extent that the 
distribution would have been taken into account under such rules had the 
distribution not been directly distributed under the QCD provision.  

• A QCD is any distribution from an IRA directly by the IRA trustee to a public 
charity, other than a supporting organization or a donor advised fund, 
although a check that is cut by the IRA custodian to a qualified charitable 
organization and delivered by the donor will count as a QCD. Private 
foundations are ineligible.
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IRA Charitable Rollover (QCD)

• The QCD must otherwise be includible in the donor’s gross income, 
notwithstanding the exclusionary rule.  Therefore, QCDs must come from the 
taxable portion of the IRA, as opposed to the nontaxable portion.  

• The QCD rule applies only to regular and Roth IRAs (effectively within the first five 
years of formation of a Roth IRA); it doesn’t apply to distributions from qualified 
retirement plans.  

• QCDs can be used to satisfy a donor’s pledge to a qualified charitable organization 
in a strange don’t ask don’t tell kind of way; however, the donor can’t use the QCD 
to obtain any benefits, e.g., ticket seating preferences, etc., as any such receipt 
spoils the entire tax-free nature of the QCD.

• Watch out for post-70 ½ IRA contributions and a QCD. The contribution will reduce
the non-taxable portion of the QCD and result in additional income tax.
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IRA Charitable Rollover (QCD)

• Taxpayers who don’t itemize their deductions.

• Itemizing taxpayers who’ve reached the 50%/60% contribution base 
(essentially adjusted gross income) charitable giving limit.

• Taxpayers whose tax deductions decrease as their income increases 
because of the phase outs, etc.

• Taxpayers who don’t need the additional income generated by the 
required minimum distribution and who prefer not to pay tax on it.

• Donors who want to see their gift benefit charity now.
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IRA Charitable Rollover (QCD)

• Advantages.
– Counts toward minimum required distribution.

– Donor doesn’t have to pay income tax on a QCD.

• Disadvantages.
– Limited to regular IRAs and some Roth IRAs.

– Limited to persons age 70½ who have regular or Roth IRAs.

– No additional income tax deduction for a QCD.

– Subject to some technical rules that are easy to flunk.

– Limited to public charities.

– Watch out for contributions to IRAs after age 70½.

• Assets best suited for the QCD.
– Assets in an IRA.

• Assets generally not well suited for the QCD.
– Assets that are not in an IRA.

• Need for independent valuation.
– Generally, none.
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IRA Charitable Rollover (QCD)

• Cost and importance of implementation and ongoing administration.

– No ongoing administration and little to no cost.

• Cash flow requirements of assets used in the tool.

– None.

• Cash flow requirements of client and client’s spouse and family if the tool is used.

– The account holder must have other assets to live on.

• Estate tax risks and consequences.

– There are no estate tax consequences.

• Gift tax risks and consequences.

– It’s not treated as a gift from the account holder, so there  are no gift tax consequences.

• Income tax risks and consequences.

– No income tax has to be paid on a QCD.

– The account holder doesn’t get an income tax contribution deduction for a QCD.

– The QCD counts toward satisfaction of the account holder’s required minimum distribution.
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IRA Charitable Rollover (QCD)

• Clients for whom the tool generally works best.

– Limited to persons who have regular IRAs and who have reached the age of 
70½.

• Clients for whom the tool generally may not work.

– People who need the money to support themselves.

• Whether the tool is “age or health sensitive.”

– Very. It’s limited to persons who have attained the age of 70½.

• Best recipients of the transfer made by the tool.

– Only public charities can receive a QCD.

• Asset protection, if any, offered by the tool.

– None. Generally, the assets inside of an IRA usually are exempt from seizure, 
but this is a question of applicable state law.
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Charitable LLC

•Defined.

–Just a state law LLC where the 
LLC makes charitable 
contributions of LLC property to 
charitable organizations.
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Charitable LLC

• Advantages.
– No entanglement in restrictive rules on charitable organizations, especially the private 

foundation rules.

– Private inurement is permitted, subject to state law fiduciary rules.

– No required 5% distributions like a private foundation.

– No 2%/1% investment excise tax.

– When charitable gifts are made, the income tax charitable contribution deduction flows 
through to the members.

– Can safely fund the LLC with interests in a family business without fear of running afoul of 
the self-dealing or excess business holdings rules.

– Self dealing is permitted.

– No worries about public nature of the LLC’s tax returns.

– Can give anonymously.

– Can be political without fear of loss of tax-exempt status.
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Charitable LLC

• Advantages (cont.).

– Avoidance of capital gain if appreciated property is contributed to the charitable organizations from 
the LLC.

– Subsequent donations of appreciated property have a higher percentage of contribution base than 
similar donations to a private foundation.

– Avoids loss of unusable income tax charitable contribution deduction of significant contributions on 
formation of the LLC. 

– Charitable intent isn’t as important.

– Nothing to prevent the contributor/member from taking some of the assets out of the LLC.

– Contributions not limited to other IRC Sec. 501(c)(3) organizations.

– You can claim to be charitable without being charitable.

– Benefits of flow-through taxation.

– It hedges the client’s bet.

– Flexibility of Subchapter K.
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Charitable LLC

• Disadvantages.

– No deduction for contribution to the LLC, even if it says that it’s set aside for 
charitable purposes.

– Income isn’t tax-exempt.

– No income tax charitable contribution deduction until transfers are irrevocably 
made to a charitable organization. 

• Assets best suited for the tool.

– Just about any asset that isn’t in a qualified retirement plan or IRA or that is 
underwater.

• Assets generally not well suited for the tool.

– Assets in a qualified plan or IRA, or an annuity.

– Assets that have debt encumbering them that exceed the assets’ fair market value.
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Charitable LLC

• Need for independent valuation.

– If the property contributed to an LLC is subjectively valued, then you’ll need an appraisal. Otherwise, 
you don’t.

• Cost and importance of implementation and ongoing administration.

– Inexpensive unless appraisals are required.

– Proper care is a must.

• Cash flow requirements of assets used in the tool.

– None.

• Cash flow requirements of client and client’s spouse and family if the tool is used.

– Nothing really has been irrevocably transferred, so members can receive the LLC cash distributions 
relating to the LLC income or even take back LLC property without much tax consequence.

• Estate tax risks and consequences.

– The ownership interests will be included in the member’s taxable estate under IRC Sec. 2033.

– Whatever interest is left to charity will be deductible under IRC Sec. 2055. 

• Gift tax risks and consequences.

– Generally none on formation of the LLC.© 2021 L. Paul Hood, Jr.



Charitable LLC

• Income tax risks and consequences.
– No income on formation of the LLC. IRC Sec. 721.

– No income tax charitable contribution deduction on initial funding of the LLC.

– LLC income, gain, loss, deduction and credits flow through to the members.

– 754 election at the death of a member can get new basis in the LLC assets.

• Clients for whom the tool generally works best.
– Clients who are progressive and who possess significant charitable intent, although the latter isn’t as important than if the

traditional charitable route was chosen.

– Clients who don’t need or can’t use a charitable deduction.

• Clients for whom the tool generally may not work.
– Clients who are uncomfortable with trying something new.

• Whether the tool is “age or health sensitive.”
– Watch out for deathbed/very elderly clients forming the LLC and putting in property at that time, especially around 

valuation discounts.

• Best recipients of the transfer made by the tool.
– Charitable organizations, which mostly will be comprised of public charities, but this isn’t required.

• Asset protection, if any, offered by the tool.
– If the formalities are respected, significant.
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Wyoming Statutory Foundation

• Defined: The Wyoming Statutory Foundation Act (Act), effective July 1, 2019, allows the formation of a 
private foundation, which may be charitable or non-charitable.

• It requires articles of formation. One must have an operating agreement. The foundation is run by a board 
of directors. The person(s) who found the foundation are known as Founder(s).

• The default rule is perpetual existence.

• The default rule is that the foundation’s purpose can’t be amended or restated without expressly 
reserving the right to amend or restate.

• Default rule is that additional contributions to the foundation are not allowed unless permitted in the 
operating agreement. 

• A beneficiary can get a copy of the operating agreement upon written request.

• An operating agreement can provide limitations on a beneficiary’s right to transfer a beneficial interest in 
a foundation.

• The foundation must have “SF” or S.F.” after its name.

• Have to maintain a registered office and registered agent in Wyoming.

• If the foundation has a charitable purpose, it must have a protector, who is a fiduciary.

• A founder may serve as a protector, but no person may simultaneously serve as a protector and a director.
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Wyoming Statutory Foundation

• Formation of a Wyoming Statutory Foundation requires making decisions in the articles of 
formation regarding many choices provided for in the act.

– Determination of founders. It can be one person or more than one founder.

– Power to amend the governing document. Caution: irrevocability is the default rule; one has to 
expressly provide in the articles of formation to make it amendable.

– Determination of beneficiaries in the operating agreement. It can have zero beneficiaries or more 
than zero beneficiaries.

– Provision for distribution of property to beneficiaries. It can have zero named beneficiaries 
(purpose) or ascertainable.

– Power of beneficiary to have specific interest in foundation property. It can have none or expressly 
provided for.

– Power of beneficiary to have specific interest in the foundation itself. The choices are with or 
without contributions.

– Form of beneficial interest in the foundation. Undivided beneficial interest is the default rule or joint 
venture.

– Transferability of beneficial interests. Free transferability is the default rule, or it can provide that 
beneficial interests are nontransferable.
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Wyoming Statutory Foundation

• Advantages.
– No entanglement in restrictive rules on charitable organizations unless the foundation is set up to be wholly charitable, 

and tax-exempt status is obtained.

– Very flexible entity form for tax purposes-can be a partnership, corporation, S corporation or a disregarded entity.

– Can have mixed private and charitable beneficiaries.

• Disadvantages.
– No deduction for contribution to the foundation unless its purely charitable, even if it says that it’s set aside for charitable

purposes.

– Must maintain a registered agent and office in Wyoming.

– Some peculiar default rules that are traps for the unwary.

– Taxable entity if not wholly charitable and tax-exempt qualified.

• Assets best suited for the tool.
– Any asset other than an annuity or a qualified plan or IRA.

• Assets generally not well suited for the tool.
– Annuities and qualified plans and IRAs.

• Need for independent valuation.
– If the property contributed to a  foundation is subjectively valued, then you’ll need an appraisal. Otherwise, you don’t.
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Wyoming Statutory Foundation

• Cost and importance of implementation and ongoing administration.

– Very important.

• Cash flow requirements of assets used in the statutory foundation.

– None.

• Cash flow requirements of client and client’s spouse and family if the statutory 
foundation is used.

– None.

• Estate tax risks and consequences.

– The ownership interests will be included in the member’s taxable estate under IRC Sec. 
2033.

• Gift tax risks and consequences.

– No gift tax charitable contribution deduction.

• Income tax risks and consequences.

– Unless qualified as tax-exempt, the statutory foundation will be subject to income tax in 
the form selected. © 2021 L. Paul Hood, Jr.



Wyoming Statutory Foundation

• Clients for whom the tool generally works best.

– Clients who want to benefit both family and charitable organizations but who don’t fit into 
the rigid requirements for a qualified split-interest trust.

– Clients who have enough in capital to make it worthwhile.

– Clients who are willing and progressive enough to try something not yet a year old.

• Clients for whom the tool generally may not work.

– Clients who are very conservative and who don’t fit the guinea pig profile.

• Whether the tool is “age or health sensitive.”

– No.

• Best recipients of the transfer made by the tool.

– N/A

• Asset protection, if any, offered by the tool.

– Excellent. It even expressly covers a creditor’s right as a forced heir for the legitime.
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Wyoming Statutory Foundation

• For more information on the Wyoming Statutory 
Foundation, there are three very informative articles on 
LISI, two of which were authored by Alexander Bove and 
the other of which was authored by Divye Kapoor.

• We will all follow the evolution and impact of the Wyoming 
Statutory Foundation with great interest. 
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Charitable Planning in 2021 and Beyond

Thank you!!!

Questions???

Comments???

Suggestions???

Please e-mail me at 
paul@paulhoodservices.com
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Is YOUR Buy-Sell 
Agreement Up to Snuff?: 

Things to Remember 
in Buy-Sell Agreements
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Quotes of the Day

“Don’t spend ten dollars’ worth of energy on a ten-cent 
problem...”

- Donald A. Tubesing, M.D.

“The law of diminishing returns holds good in almost every part 
of our human universe.”

- Aldous Huxley
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Agenda

• Introduction.

• My Family’s Story.

• The Fire Drill. 

• The Basics. 

• Triggering Events. 

• Vexatious Valuation. 
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Agenda

• Funding/Related Properties. 

• Disability. 

• S Corporation Issues. 

• Ownership Issues. 

• Review/Checklists. 

• Ethical Issues (if time permits). 

• Conclusion.
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A True Story…

My family’s story.
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The Fire Drill

• In my experience, while a lot of closely-held businesses 
have buy-sell provisions whether in a separate free-
standing buy-sell agreement or in one of the entity 
governance documents, e.g., by-laws or LLC operating 
agreement, very few of them were well drafted and most 
won't work to the satisfaction of the owners.

• Indeed, I estimate that approximately 90% of all buy-sell 
agreements are significantly deficient.
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The Fire Drill

• My best advice to owners of closely-held business interests 
is to first pull their buy-sell agreement out and read it. This 
will immediately move them to the head of the class. Then 
conduct what I call a buy-sell agreement fire drill. Imagine 
that an event that triggers application of the buy-sell 
agreement has occurred, e.g., death of an owner, divorce, 
etc.
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The Fire Drill

• Work the transaction contemplated in and required by the 
current buy-sell agreement closely following exactly what 
the buy-sell agreement currently provides for every aspect 
of the transaction, e.g., valuation of the interest to be 
transferred hypothetically in the fire drill, including the 
determination of who is to value the interest for the 
purpose of the hypothetical transaction, the type and 
payment of the consideration required in the hypothetical 
sale, etc.
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The Fire Drill

• Odds are someone has just been hypothetically screwed or 
the owner is going to find to his horror that sigificant
ambiguity exists that would gum up the works for years in 
expensive and stressful litigation where only the lawyers 
win. 

• However, there's good news, at least today. This was only a 
fire drill and wasn't a real transaction. But the clock is 
ticking.
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The Fire Drill

• This means that the client now knows that his current buy-sell 
provisions that have been buried in his desk for years while he’s 
played ostrich won't work or indeed do anything but cause 
problems. It's time for action. 

• Have the client arm himself with my book and immediately read it 
and seek competent professional guidance to save himself from 
disaster and get the good buy-sell agreement that he deserves 
while he still has time.

• Unfortunately, once a triggering event has occurred, the proverbial 
ox is in the ditch, and it's almost always too late to fix it. Please 
don't be in that camp.
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View From 30,000 Feet-What is a buy-sell agreement?

• It is an agreement between owners and others that provides 
for transfers of ownership of a closely-held business upon the 
occurrence of certain events, which I’ll refer to as “triggering 
events,” which can include death, disability, and divorce.

• Virtually every closely held business should have some form 
of buy-sell agreement for a whole variety of reasons.

• Buy-sell provisions often are a part of the entity governance 
(articles, by-laws, operating agreements, etc.) documents, 
but usually are best placed in a separate agreement, if for 
only privacy reasons.
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Types of buy-sell agreements

• Redemption-where the entity is the buyer-ownership 
increases proportionately.

• Cross-purchase-where another owner or another person is 
the buyer-ownership shifts per agreement structure-can be 
disproportionate.

• Hybrid-mixes redemption and cross-purchase elements.

Most of the buy-sell agreements that I drafted were hybrid 
agreements because of flexibility.
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Who should be parties to the buy-sell agreement?

• Just the current owners?

• What about prospective owners who are known? This 
is a real good idea.

• Spouses? Absolutely, especially in community 
property states, even if your client doesn’t like it.

• The entity? In my opinion, absolutely in all events.
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Possible purposes of buy-sell agreements

• Limit transfers of ownership interests-do you want to be in 
business with your late partner’s spouse?

• Create a market and orderly transition-how else does one 
find a buyer for an interest in a closely-held business?

• Provide liquidity source and/or equitable financing terms.

• Maintain control of entity.

• Restrain or impede subsequent competition.

• Ensure against deadlock.
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Possible purposes of buy-sell agreements

• Retain key employees.

• Protect S election against loss.

• Provide for alternative dispute resolution.

• Preserve partnership tax treatment.

• Provide for regular distributions to owners.

• Prevent transfer to unwanted persons.
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Key Advantages of buy-sell agreements

• Provide for a process or “rules of the road” for transfers of 
entity interests.

• Gives an opportunity to consider funding options for 
various triggering events.

• Protects S election against loss.

• Provide for a process or “rules of the road” for periodic 
distributions to owners.
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Disadvantages of buy-sell agreements

• Failure to carefully work out terms or 
liquidity/financing terms.

• Blow eligibility for IRC Secs. 303 and 6166.

• Cost of a really good buy-sell agreement may deflect 
capital away from other needs at the outset of an 
entity’s existence.
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Does the selection of form of buy-sell agreement 
matter?

• Yes, it does.

• The late Dr. Stephen Covey was right—begin with the end 
in mind-think of a buy-sell agreement as a will for a 
business-death is certain-it is a certainty that there will be 
a triggering event occurring.

• Some forms of buy-sell agreements absolutely should not 
be used in some situations.
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One size of buy-sell agreement does not fit all

• I often had different triggering events for 
different owners of the same entity.

• I routinely had different responses to triggering 
events for different owners in the same entity.
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Improper selection of form of buy-sell agreement

• Improvident redemption agreements can cause a shift of 
control of an entity-how redemption of a 50% owner in a 50-
30-20 ownership structure can become a majority ownership 
for the 30% owner-60% (30/50)>40% (20/50).

• Watch out for agreements that fail to provide tailored 
triggering events to address a situation where a junior
generation owner predeceases a senior generation owner-the 
best laid plans…

• Watch out for cross-purchases where the insurance is held in 
the entity because there is a mismatch between the source of 
the cash and the person who has the obligation to purchase.
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Need for Coordination of Buy-Sell Agreement with Other 
Documents-these must be reviewed!

• Articles of formation of entity.

• By-laws/Operating agreements.

• Loan/Security agreements.

• Franchise agreements.

• Leases.

• Other documents and contracts.

• ESOP documents.
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Need for Coordination of Buy-Sell Agreement with Other 
Documents

• Failure to coordinate a buy-sell agreement with other documents 
could create ambiguity or conflict between the documents.

• In some states, if there’s buy-sell language in the articles or by-laws 
and in a separate buy-sell agreement and the two conflict, the version 
in the articles or by-laws governs.

• Failure to coordinate a buy-sell agreement with other documents 
could create an event of default under other documents.

• Failure to coordinate a buy-sell agreement with other documents 
could create a triggering event under other documents.

• Never, ever draft a buy-sell agreement without reviewing all other 
documents! In my opinion, this failure is malpractice per se.
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Beware of “formism” in buy-sell agreements

• These were the hardest documents to draft for me.

• The problem with prefabricated “specimen” forms is that 
the purpose for which the forms were drafted may differ 
significantly from the purpose(s) of a buy-sell agreement 
for your client.

• A lawyer who needs a prefab form to draft a buy-sell 
agreement is an accident waiting to happen-don’t let him 
or her happen to your client.
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Watch out for inflexibility in buy-sell agreements

• Failure to permit transfer of stock to a revocable trust.

• Failure to permit lifetime or testamentary transfers, even 
by sale, to related persons, even if it is a family company.

• Failure to give a shareholder continued control over his or 
her shares if a divorce occurs. This is a biggie given the 
incidents of divorce.

• Some owners get trapped if the mechanics are not in place 
to define the rules for accepting a third party offer.
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The moral

A bad buy-sell agreement often 
is worse than no buy-sell 

agreement at all--Much worse!
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Triggering event possibilities (usually limited to the “big 
D’s”)

• Death.

• Disability.

• Divorce.

• Bankruptcy  or seizure of interest.

• Termination of employment for cause.

• Termination of employment without cause.

• Competition with the entity.

• Sale of a majority of the company.

• Sale of property owned and used by the entity.

• Retirement.

• Sale of all or substantially all of the assets of the entity.
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Triggering event possibilities

• Attempt to dissolve entity.

• Conviction of a serious crime, e.g., felony, etc.

• Malfeasance.

• Loss of S corporation status.

• Loss of qualification as owner.

• Gift/other disposition of interest.

• Public offering.

• Grant of proxy or other control rights.
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Good boy v. bad boy events

• I divide triggering events into “good boy” events and “bad 
boy” events for purposes of responses to a triggering 
event.

• Good boy events can include death, disability, retirement
and termination of employment without cause.

• Bad boy events can include attempted transfer of interest, 
termination of employment for cause, bankruptcy, 
competing with the company, malfeasance and an 
attempted transfer of S corporation stock to an ineligible
shareholder.
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Possible reactions/responses to a triggering event

• Absolute prohibition against transfer. If too restrictive, this 
might get struck down in court.

• Qualified prohibition against transfer, i.e., only to qualified 
owners.

• Mandatory purchase and sale.

• An option, or “call,” by the entity or other owners.

• An option, or “put,” by an owner to sell to the entity or 
other owners.
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Possible reactions to a triggering event

• Tag along puts by minority owners.

• Drag along calls by majority owners.

• Right of first refusal.

• Coexistent cross-options.

• Drop dead, Mexican standoff or gauntlet provision.

• Mere notice.

• No action.
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Improper selection of buy-sell agreement triggering 
event selection

• Triggering events can range from death to loss of 
qualification, e.g., as an S corporation.

• Failure to provide for exceptions to a triggering event, e.g., 
for permitted transferees, can inadvertently cause an 
unintended transfer.

• Disability triggers are inappropriate in passive-type entities 
or for passive owners-Ehlinger v. Hauser.
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Reactions to occurrence of triggering event

• The selection of what happens on occurrence of a triggering event can 
run the gamut—from no action at all to mere notice to mandatory buy-
and-sell—and all points in between.

• A mismatch between a triggering event and the rights and obligations 
that flow from the triggering event can cause serious problems.

• For example, if an entity is always forced to purchase an owner’s interest 
on termination of employment—for any reason, even if the owner is 
competing with the entity—the entity will be providing capital to a new 
competitor!
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Tag Along Put Rights

• A tag along put option right (also called a “co-sale right”) 
prevents majority owners from selling their interests alone 
and leaving the minority owners with a new majority 
owner that they may not like or approve of by allowing the 
minority owners to join in the purchase of the majority’s 
interest on the same terms and for the same per share 
consideration as the majority’s shares through exercise of a 
put option right.
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Drag Along Call Rights

• A drag along call option right in a buy-sell agreement 
prevents a minority owner from holding up a sale of the 
company by giving the majority owner who receives what 
he or she views as a favorable offer to buy the interests in 
the company to force the minority owners to sell on the 
same terms as the majority owner through exercise of a 
call option right.
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Avoid vexatious valuation!

• Example 1: Schedule A valuations.

• Example 2: Formula valuations.

• Example 3: Three appraiser approach.

• Example 4: Book value approach.

• Example 5: Failure to specify the standard of value or the 
specific level of value.

• Example 6: Failure to specify the qualifications of the appraiser.

• Example 7: Failure to specify the “as of” date.

• Example 8: Failure to specify whether and how life insurance is 
factored into the value.
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Schedule A values are a red flag problem

• Most clients have no real idea what their business is really 
worth, so having them put a value on their own company is 
a fool’s errand.

• Very few clients remember to update the Schedule A.

• At a bare minimum, a buy-sell agreement that uses this 
valuation method should include a backstop valuation by a 
qualified appraiser if Schedule A is not updated as 
scheduled in the buy-sell agreement--Give it a short shelf 
life.
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Formula valuation clauses rarely deliver an accurate 
value

• I have never been able to draft an accurate formula for such 
purposes, and I tried very hard.

• Formulaic valuations are easily susceptible of manipulation-use 
GAAP, consistently applied.

• What happens if the formula generates a zero or negative value?

• There have been reported cases of zero values being upheld. See, 
e.g., Roth v. United States, 511 F. Supp. 653 (E.D. Mo. 1981), rev’d
sub nom St. Louis County Bank, Executor of the Estate of Lee J. 
Sloan, Deceased, Appellee, v. United States of America, Appellant, 
674 F.2d 1207 (8th Cir. 1982).

• Avoid these like the plague.
© 2021 L. Paul Hood, Jr.



The three appraiser approach

• The “three appraiser” approach  is awkward and very 
expensive-”you pick an appraiser, I pick an appraiser and they 
pick a third appraiser, and we average the three value 
conclusions.” This is an appraiser’s annuity!!!

• Why not agree on one appraiser in the buy-sell agreement in 
advance, i.e., before any triggering event occurs, to value the 
interest?

• Alternatively, have the parties each pick an appraiser, and those 
appraisers pick a third appraiser, who could be either of those 
two appraisers, who will then solely value the interest.
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Book value valuations

• Book value valuations almost always punish the first 
owner who suffers a triggering event!

• Book value often is far less than either fair value or fair 
market value.

• Courts will hold the owners to their agreements in this 
regard.

• Consider the stark difference in the recent New Jersey case 
of Cohen Estate v. Booth Computers, et al.
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Cohen Estate v. Booth Computers

Cohen Estate v. Booth Computers, 421 N.J. Super. 134 (N.J. 
App. Div.), cert. den. 208 N.J. 370 (2011).

• Book value of estate’s interest: $178,000. 

• Alleged fair market value of estate’s interest: $11,526,162.

• Trial court upheld the buy-sell agreement at book value.

• Appellate court affirmed, and the Supreme Court denied 
writs.  
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Book value valuations

Do you really want to 
risk using book value 

ever?
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Standards and levels of value

• Failing to specify the standard of value, e.g., fair market 
value, fair value, intrinsic value, etc., or the level of value, 
e.g., nonmarketable minority value, i.e., what valuation 
discounts will apply, leaves a buy-sell agreement possibly 
incomplete and ambiguous.

• The standards of value produce quite different values.

• The same is true for different levels of value.
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Classic Levels of Value
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Another Depiction of the Levels of Value
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Appraiser qualifications

Failing to  properly specify the qualifications of the 
appraiser also risks ambiguity

• Caution: Very few CPAs are competent appraisers-this is 
not a job for the dabbler.

• Get someone who regularly performs business appraisals 
and who has obtained a valuation certification from one of 
the major credentialing associations: AICPA, ASA, CFA 
Institute, CICBV (Canada), or NACVA.
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Life Insurance

• One issue that must be squarely addressed in the buy-sell agreement is whether or 
not to include any life insurance earmarked for buyout in the valuation of the entity. 

• For tax purposes, the courts have held that life insurance doesn’t add to the value of 
the entity as long as the entity is required to use all of the life insurance death 
proceeds to purchase the interest. However, if your buy-sell  agreement could be 
triggered in ways that don’t involve a tax controversy, then this must be described in 
detail in the agreement.

• The life insurance could be either counted or not counted, or the life insurance death 
proceeds could serve as a valuation floor (i.e., the value of a deceased owner’s interest 
could never be less than the value of the life insurance policy death proceeds that 
covered the life of the deceased owner). This can matter a lot, as illustrated in the next 
slide. As you can plainly see, there’s a $2,500,000 difference in what the selling 
shareholder takes. Don’t think that people won’t fight over that chunk of change!
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Life Insurance
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Treatment 1 - Life Insurance as a Funding Vehicle

Off-Balance Sheet

Life Insurance Proceeds $5,000,000 Repurchase Liability $5,000,000

  (for 50% of FMV of Equity)   (for 50% of FMV of Equity)

Net Impact on Company $0

Value of Interest of Survivor $10,000,000

  (Now Owns 100%)



Life Insurance
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Treatment 2 - Life Insurance as a Corporate Asset

Market Value Balance Sheet (Before Repurchase)

FMV Operating Assets $13,000,000 FMV Operating Liabilities $3,000,000

Life Insurance Proceeds $5,000,000

FMV Operating Equity $10,000,000

FMV of All Assets $18,000,000

Life Insurance Proceeds $5,000,000

FMV of All Equity $15,000,000

FMV of 50% Interest $7,500,000



“As Of” Date

• One important provision that should be specified is the date on which the 
valuation is to be made, which I refer to as the “as of” date. 

• The as of date should be very carefully explained for each of the various 
triggering events. The date of the business appraisal can make a significant 
difference in the conclusion  of value, particularly for cyclical businesses.

• One tip for the as of date: Use the month end figure for the month ending 
immediately before the occurrence of the triggering event as this makes it 
a bit easier for the business appraiser and less expensive since special 
financial statements don’t have to be prepared for an odd date, although for 
tax purposes the date of death or the date of a donation of interests, for 
example, is the generally employed “as of” date.
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Funding

• Do not neglect buy-sell agreement funding obligations—more 
complex than you think.

• Avoid funding mismatches, e.g., a cross purchase agreement 
where life insurance is held in entity.

• Have you given any thought to whether the entity in a 
redemption agreement can afford to make  the  prescribed 
installment payments? You better.

• Watch out for situations where an entity has to redeem out 
more than one owner close in time. What will you tell the 
second one? Sorry?
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Related properties

What about related properties in a buy-sell agreement?

• Life insurance policies on a former owner in a lifetime 
buyout.

• Operating real estate held in a separate entity.

• If these properties will continue to be held as they are, how 
will the lease work on that property? It better be for fair 
market value rent or there could be problems.
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Disability

Disability buy-sell clause issues

• Inappropriate for passive type entities.

• Problematic because, unlike death, disability is a judgment 
call that has to be made by someone.

• Disability buy-out insurance is expensive and never covers 
the entire purchase price.

• Buy-sell agreements must be tailored on terms and waiting 
periods in disability buy-out insurance policies.
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Disability buy-sell issues

• The buy-sell agreement must spell out who is to determine
disability-the board of directors, a physician, the insurance 
company?

• Carefully provide for presumptive disability where the 
allegedly disabled owner refuses to cooperate with seeing 
a doctor for purposes of making the disability 
determination.
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Disability buy-sell issues

• A disability buy-sell trigger can be unfair where not all of 
the owners are active employees of the entity.

• What happens if the alleged disabled recovers and returns 
to work before being fully paid for his interest?

• What happens if the disabled owner dies before being fully 
paid for his interest?

• The buy-sell agreement must provide the answers to these 
questions. 
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S corporation buy-sell issues

• Buy-sell agreements, even with less than all of the 
shareholders, generally don’t create a second class of 
stock-Treas. Reg. Sec. 1.1361-1(l)(iii.)

• Provide that transfers to ineligible shareholders are null 
and void ab initio, not merely voidable or subject to an 
automatic redemption.
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S corporation buy-sell issues

• Have shareholders represent and warrant that:

– They are the beneficial owners.

–Receipt of stock will not prevent S election from being 
made.

– They will take no action in any capacity that will cause 
the termination of the S election.
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S corporation buy-sell issues

• Have shareholders represent and warrant that 
(cont.):

– They will make no transfer to ineligible shareholders 
unless with prior written consent of all of the 
shareholders.

– They will require trustees to execute a commitment not
to file affirmative refusal to consent to the S election.

– They will cause election to be timely made effective for 
first year and will agree to execute all necessary 
consents.
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S corporation buy-sell issues

• Consider the following provisions:

–Require shareholders whose stock is in trust to submit 
the entire trust instrument for advance review.

–Require executors/personal representatives and 
successor trustees to not file affirmative refusals to 
continue to consent to the S election.

–Require supermajority vote of all shareholders to 
terminate or to re-elect S corporation status.
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S corporation buy-sell issues

– Require that all transferees and the corporation be parties to the buy-
sell agreement.

– Have both all shareholders and corporation that any stock 
subsequently issued or acquired will be subject to the buy-sell 
agreement.

– Have the corporation agree not to acquire 80% or more of the stock of 
another corporation (would be eligible to file a consolidated tax 
return) unless it acquires 100% and becomes a qualified S corporation 
subsidiary.

– Have corporation agree not to issue a second class of stock (other 
than non-voting) or anything but “straight debt.”  IRC Sec. 1361(c)(5).
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S corporation buy-sell issues

– Have corporation agree to not issue stock to anyone but an 
“eligible S corporation shareholder.”

– Provide with respect to the following elections:

• Cash distributions out of AAA (for S corporations that used to be C 
corporations only) during post-S corporation transition period. IRC Sec. 
1371(e)(1), (2).

• Interim closing of the books when a shareholder sells during a taxable 
year. IRC Sec. 1377(a)(2).
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S corporation buy-sell issues

– Allocations of items during an S corporation termination year. 
IRC Sec. 1362(e)(3).

– AAA by-pass election. IRC Sec. 1368(e)(3).

– S corporation tax matters shareholder and entity level audit 
procedures. 

– Shareholders should agree to report S corporation items 
consistently with how the entity does.

– One election can require consent of former shareholders. IRC 
Sec. 1377(a)(1).
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S corporation buy-sell issues

• Be aware of the “wasted basis” situation in death time S 
corporation cash basis taxpayer redemptions-Planning tip: 
do the redemption for a short term note before the 
corporation receives the life insurance proceeds.

• If the S corporation was formerly a C corporation, consider 
prohibiting investments in passive assets, as too much 
passive income for three years in a row could cause loss of 
the S election.
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Multiple control groups

• Does your client’s entity have either a control group or 
two or more groups that desire to maintain status quo 
ownership between the groups?

• Does your client’s buy-sell agreement accomplish this?

• Or could the buy-sell agreement cause a shift in control of 
the entity, despite the client’s desires?
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Dilution of ownership

• Does the client’s buy-sell agreement prevent dilution of 
shares through new issuance?

• This is critical if your client owns less than half of the entity.

• The articles of incorporation may prevent this, but the buy-
sell agreement also should prevent issuance of new shares 
without some sort of supermajority consent that includes 
your client’s vote.
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Age disparities

• What is the age disparity (if any) between the owners who 
are subject to the buy-sell agreement?

• Does the agreement treat these groups equitably?

• Or does the agreement hinder one group to the benefit of 
another group?

• Life insurance premium disparities can be vexing.
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Active v. passive ownership

• Does your client’s buy-sell agreement include persons who 
are actively employed by the entity and some others who
aren’t?

• Does the agreement distinguish between these different 
groups in areas such as retirement or disability, which it 
should?

• Or does the agreement treat all owners the same?

• If a passive owner dies, does the agreement give the active 
owners equal rights to buy the interest?
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Distributions

• Distributions should be specifically addressed in the buy-
sell agreement if the entity is an S corporation or is taxed 
as a partnership.

• Failure to do so could expose your client to a terrible
plight: being taxed on income without receiving any cash 
with which to pay tax on that income.
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Review of buy-sell agreements

• When was the last time the client’s buy-sell agreement 
was reviewed?

• Too often, buy-sell agreements are signed at a time when 
everyone is on the same page, i.e., no triggering event is 
contemplated for a long time. Then the agreement is put 
into a drawer with the other corporate documents and 
forgotten.

• Pretend that a triggering event occurs-a fire drill of sorts. 
Does your client like what happens?
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Checklists

Develop a good buy-sell agreement checklist and review all
buy-sell agreements with it:

• One of the best I’ve ever seen is Chris Mercer’s valuation 
checklist, which is available from Mercer Capital. Well 
worth it. http://www.mercercapital.com

• I also have a number of checklists and specimen agreement 
language in Hood, Buy-Sell Agreements: The Last Will & 
Testament for Your Business, which is available at 
www.paulhoodservices.com. 
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Ethical Issues

• A number of ethical issues can arise in the formulation and 
implementation of a buy-sell agreement.

• These issues primarily pertain to competence to do the work to 
the identification and representation of the client, but they 
also include the fees issue.

• These issues can give one indigestion.

• We’ll look at the rules governing lawyers because they are the 
most well developed, but similar concerns attend to 
professional advisors in other disciplines or subspecialties, 
although the lawyer as scrivener creates unique ethical 
problems for the lawyer that other professions don’t have.
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Competence

• Rule 1.1 of the Model Rules of Professional Conduct (RPC) 
make it clear that a lawyer must provide competent 
representation to a client.

• Competent representation requires the legal knowledge, skill, 
thoroughness and preparation reasonably necessary for the 
representation.

• Drafting buy-sell agreements is, in my opinion, one of the most 
challenging agreements to draft because of the mere number 
of potential drafting issues-it lulls you to sleep because, when 
drafted, i.e., prior to occurrence of a triggering event, everyone 
is in a similar, but not the same, effective position.
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Competence

• The lawyer who is not skilled and seasoned at drafting 
buy-sell agreements has two options:

– Additional research and study-is it fair for the client to pay 
“tuition”?

– Involve another lawyer or other professional who possesses the 
requisite degree of skill or knowledge-this brings RPC 1.6 into 
play, and it might alarm the client, who may decide to hire 
someone else with more experience.
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Competence

• The lawyer must be candid with the client regarding the 
lawyer’s level of competence and need for additional research 
and preparation, which should be considered in determining 
the amount of the lawyer’s fee (this brings RPC 1.5 into play).

• This is contrary to our personal “of course I can do that” 
feelings-How many buy-sell agreements have you negotiated, 
drafted or reviewed? Do you have any experience in handling a 
buy-sell agreement once a triggering event has occurred? This 
is not a job for the dabbler.
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Scope of Representation

• RPC 1.2 allows the lawyer, with the client’s informed 
consent, to limit the engagement.

• However, this must be done in the engagement letter at 
the outset of the representation, e.g., to represent the 
ownership group individually in the drafting and 
implementation of the buy-sell agreement only.
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Scope of Representation

• The engagement letter should provide for termination of 
the attorney-client relationship as to the work laid out in 
the scope of representation therein so that you don’t have 
former clients (in the lawyer’s mind) thinking themselves 
to be current clients.

• This is because if a former client thinks themselves to be a 
current client, and their thought is reasonable under the 
circumstances, they may still be clients, and, thus, owed 
duties.
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Who is the Client?

• It is incumbent upon the lawyer to carefully define and make 
clear to all concerned—in writing-- just who the clients are, 
and, just as important, who are not considered clients.

• RPC 4.3 gives the lawyer duties to unrepresented persons. In 
dealing on behalf of a client with a person who is not 
represented by counsel, a lawyer shall not state or imply that 
the lawyer is disinterested. When the lawyer knows or 
reasonably should know that the unrepresented person 
misunderstands the lawyer’s role in the matter, the lawyer 
shall make reasonable efforts to correct the misunderstanding. 
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Who is the Client?

• RPC 4.3 provides further that the lawyer shall not give legal 
advice to an unrepresented person, other than the advice 
to secure counsel.

• If an unrepresented person believes themselves to be 
represented, and if their belief is reasonable under the 
circumstances, the lawyer may well have an inadvertent 
client.
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Who is the Client?

• It is prudent to send non-clients non-representation letters
where the lawyer  identifies his client(s) and advises the non-
client:

– That he or she does not represent them. 

– That they have the right to and should seek out separate counsel. 

– That none of the communication is protected by an attorney-client 
privilege, that the lawyer’s continued representation of the entity 
creates no duties to the non-client.

– That the lawyer reserves the right to represent his or her actual 
clients if there is a later dispute over the interpretation of the buy-sell 
agreement.
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Fees

• RPC 1.5 governs fees and generally provides that a lawyer’s fee 
must be reasonable under the circumstances, considering a 
number of factors set forth therein, including:

– the time and labor required; 

– the novelty and difficulty of the questions involved, and the skill 
requisite to perform the legal service properly; 

– the fee customarily charged in the locality for similar legal services; 

– the time limitations imposed by the client or by the circumstances; 
and 

– the experience, reputation, and ability of the lawyer or lawyers 
performing the services. 
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Fees

• There can be little doubt that the proper consideration and drafting of 
a buy-sell agreement is very complex work that only experienced 
lawyers should take on for their regular hourly rate.

• The problem often arises where the lawyer is not skilled in drafting 
buy-sell agreements and takes much longer to prepare the document 
and at a greater expense than the more experienced lawyer. 

• What is a reasonable fee in that instance? It probably requires a 
discount to reflect the fact that some of the lawyer’s time really in 
essence constitutes tuition in getting up to speed on buy-sell 
agreements, for which the client generally should not be responsible.
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Conflicts of interest

• Owners of interests in an entity often desire to hire one lawyer 
to draft a buy-sell agreement.

• Buy-sell agreements create automatic potential for conflicts of 
interest.

• RPC 1.7 proscribes representation of clients who have a 
concurrent conflict of interest.

• Clients, especially at the outset of an entity’s existence, usually 
do not want to hear about how their interests may diverge in 
the future because they are only focused on the marriage of 
their talents and resources in the new venture in the present. 
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Conflicts of interest

• Potential areas of conflict. 

– Buy out considerations.

• Price.

• Funding.

– Access to books and records of entity.

– Business participation of owners.  

• Active.

• Passive.

• Employee status.
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Conflicts of interest

• Potential areas of conflict  (cont.).

–Differences in ages and talent.

–Differences in resources available, size of ownership 
interest, and expected amounts of capital or services to 
be contributed

–Differences in insurability and cost of life insurance.

– The type of buy-sell agreement to be used.

–Other factors in the owners.
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Conflicts of interest

• Potential areas of conflict (cont.).

–Minority shareholder concerns (Disclosure can be a real 
problem).

–Personal concerns of shareholders (Relevancy to the 
entity?).

• Estate planning.

• Succession of children.  Can be a major problem where some
work in the business and some don't.

© 2021 L. Paul Hood, Jr.



Conflicts of interest

• Before a triggering event occurs, such as at the beginning of 
the entity’s existence, one could argue that all are in the 
same boat, i.e., not knowing for sure who will be a buyer and 
who will be a seller. 

• However, these differences often create a reasonably 
foreseeable possibility that one or more of the owners is in a 
more precarious and delicate position than other owners at 
the outset, e.g., a minority interest holder, the less wealthy 
owner, the older owner, etc. Doesn’t this matter? Shouldn’t it 
matter? The answer to both questions is an unqualified yes.
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“Concurrent conflict of interest” Defined:

Representation of client 

“directly adverse” 

to another client OR (this is big “or”) 

“significant risk” 

that simultaneous representation 

will be “materially limited” 

by lawyer’s responsibilities 

to another client, 

former client or third person or 

by personal interest of the lawyer.”
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Conflicts of interest

•Can’t clients simply waive
conflicts of interest in 
writing?

•The answer is not always!
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Conflicts of interest

• RPC 1.0(e) defines “informed consent” and requires lawyer to 
communicate “adequate information and explanation” about 
“material risks” and “reasonably available alternatives.” 

• Official comments to RPC 1.7 provide conflict must be 
“consentable,” (i.e. Some aren’t!).

• Consentable is circumstantial test under the comments-(not 
much help!).

• Might have to send clients to a different lawyer just to explain 
the conflict risks! This won’t sit well with the clients.
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Conflicts of interest

• Some very conservative lawyers often used to use former 
RPC 2.2 (lawyer as intermediary), which I used to like but it 
got repealed in 2002, where the lawyer essentially didn’t 
represent anyone specifically but simply acted as 
instrument scrivener, but now they usually resort to RPC 
1.13 (organization as client), where they represent the 
entity in drafting the agreement, and not the individual 
owners, unless blanket prospective waivers of conflicts are 
obtained in writing. See, e.g., RPC 1.7(b) and ABA Formal 
Ethics Opinion 05-436 (2005).
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Conflicts of interest

• If you are going to represent the individual owners in a 
buy-sell agreement, consider your engagement letter very 
carefully.

• Suppose that one of the owners tells you something “in 
confidence” that could materially adversely impact the 
position of another owner. What is your duty to the other 
owner(s)? To disclose? To simply withdraw? What about a 
noisy withdrawal? The engagement letter should consider 
and provide relative to these questions.
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Conflicts of interest

• Interesting conflicts issues also can arise where, not uncommonly, 
the lawyer has a previous professional relationship with one or 
more of the owners, but not all of the owners.

• Suppose that lawyer takes on the whole ownership contingent 
individually for purposes of drafting the buy-sell agreement only. 
Can that lawyer later represent his or her longest tenured (or 
bigger/more important) client in enforcing the buy-sell agreement 
against former clients? 
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Conflicts of interest

• See the duties that a lawyer owes to former clients in RPC 1.9.

• A lawyer who has formerly represented a client in a matter shall not
thereafter represent another person in the same or a substantially 
related matter in which that person’s interests are materially 
adverse to the interests of the former client, unless the former 
client gives informed consent, confirmed in writing. When may a 
client give this informed consent? 

© 2021 L. Paul Hood, Jr.



Conflicts of interest

• I maintain that the use of the word “former” when 
referring to the client in RPC 1.9(a) means that the 
informed consent vel non must be given after the 
termination of the attorney-client relationship, where the 
likelihood of obtaining that consent to represent someone 
who is adverse is slim to none. This must be handled, if at 
all, by a prospective waiver at the outset. And I’m not sure 
that even this can cover it.
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Conflicts of interest

• Likewise, interesting conflicts issues can arise where the clients 
propose that the lawyer, in lieu of a traditional lawyer’s fee, the lawyer 
accept an ownership stake in the entity. 

• In this instance, RPC 1.8(a) (conflicts of interest: current clients: 
specific rules) and RPC 1.7 directly apply and could cause the lawyer, 
whose interests presumably will be governed by the same buy-sell 
agreement, to decline representing the group individually, or to send 
them each to separate counsel. At a minimum, the lawyer should 
comply with RPC 1.8(a) to the letter. This could cause the clients to 
balk. However, those are the rules and risks inherent in accepting 
ownership stakes in lieu of fees.
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Drafting Lawyer as Material Witness

• Despite all of the prospective waivers in the world, if there 
is a dispute over the interpretation of the buy-sell 
agreement, it is highly likely that the drafting lawyer will be 
a material witness in the action and may well be a 
malpractice defendant.

• RPC 1.9 (former clients) and 3.7 (lawyer as witness) would 
preclude the drafting lawyer from representing any party 
in the dispute.
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Is YOUR Buy-Sell Agreement Up to Snuff?

Thanks for your business, time and attention!!!

Questions? Comments? I can be reached at 
paul@paulhoodservices.com or 

www.paulhoodservices.com
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