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NEARLY EVERY SIGNIFICANT
BREAKTHROUGH in science or social endeavor begins with a

break in tradition—a change in the way we see and think. We have a great
opportunity to take philanthropy to a new, higher level. There are literally
trillions of dollars that could more easily be directed to building a better
American and world community. Our vision at the American Foundation
is to help accelerate this movement.

Our mission is to energetically promote and help create vast amounts
of new and more effective philanthropy. We accomplish this mission in
three ways.

First, we help individuals, families and corporations establish charitable
trusts and foundations under unique and greatly improved operating
formats. Our new easy-to-use, Turnkey Family Foundation Program is the
wave of the future.

Second, we help these foundations and other charities become more
efficient and successful in their operations.

Third, we build networks of cooperation, mutual assistance and support
among charities, foundations, and donors to accelerate good in the world.

This higher level of giving can be achieved through an acceptance of
increased donor involvement in all aspects of philanthropy. Family
foundations allow donors to become more involved in the direction of
their charitable dollars. Such involvement gives donors a greater sense of
ownership and pride in what they can do philanthropically.

The results of increased donor involvement through one’s own family
foundation are phenomenal:

0 Donors become better people just by being more involved.

0 Donors create lasting family legacies teaching their children, families, and
heirs the importance of contributing to their communities and society.

0 The charitable project or endeavor will almost always be more
effective and successful.

0 Charities receive more financial assistance in most cases because donors
will give more.

Our government can’t be expected—nor does it have the ability—to
improve our social experience to the same degree as can be accomplished
when individuals become personally involved. World peace and an improved
quality of life for all can be better achieved when government encourages and
provides incentives for individual involvement and private enterprise
in philanthropy.
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Founder and CEO, The American Foundation
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Learn how your wealth can benefit your family and charity forever!

Foundations—philanthropic institutions that are so advantageous, so affordable-that
almost everyone
should have one. Every charitable trust and gift plan is more beneficial in a family
foundation format.
We can help your financial advisor set up the best plan for you.
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MAKING A
DIFFERENCE

A FAMILY FOUNDATION IN ACTION

How do you preserve values of the past, protect those of the present—

PHOTO BY REED RAHN

and promote them both for future generations? A foundation that

Max and Mimi Lein

at their Scottsdale, supports a number of charitable causes may be your answer.

Arizona home

(at right)
Wisconsin Lein and his wife
Miriam discovered.

— They first became
familiar with foundations through
their professional involvement
with museums. After meeting
in architectural school and
discovering their shared interest
in art (and each other), they
joined the Minnesota Museum
of Art in St. Paul—where
Malcolm became president and
director and Miriam became
the museum’s curator. Over the
years, they saw first-hand the positive impact that foundations can have on non-profit
institutions and charitable causes. So in 1974, the Leins decided to establish their own
family foundation.

Many people recognize the vital role that foundations play in supporting important causes
worldwide.What is often less well known is that a foundation can be started with as little as
$5,000.The Leins launched their foundation with a more hefty sum, a gift of $50,000, which
By JOE BARDIN included a bequest from the estate of Malcolm Lein’s mother.
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“People who are
not necessarily
enormously
wealthy can
make—and are
making—a real
difference.”

-Malcolm Lein

A sculpture made of scrap
metal, from the Madeline
Island Artists Workshop
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Today their foundation has grown manyfold,
and contributes to the success of 25 to 30
different charitable organizations each year.
That represents a model even for those who
start a foundation with less: Its growth—and
the resulting charitable benefits and personal
rewards—can surprise you.

Starting Small
“People who are not necessarily enormously
wealthy can make—
and are making—a ’
real difference,” says Lein.
“Compared to some major
foundations, ours is still
relatively small, but it is
designed to grow steadily into
the future. There’s a surge of inter-
est in putting funds to good causes
through individual and family foundations
like ours—and we’re happy to see it.”
One of the Leins’ good causes is the
Madeline Island Historical Museum—one
of several cultural institutions benefiting from
their foundation. Located in Wisconsin near
the south shore of Lake Superior, 80 miles
east of Duluth, Madeline Island is where the
Leins spend their summers.
French explorers in the
17th century came to the
island on their way west,
via the Hudson River
and the Great Lakes. In
fact, on a map sent back to
the King of France,
Madeline Island—about
the size of Manhattan—is
the only point west of the
Hudson River indicated by
name. Hence the name of
the island’s only town:
LaPointe (year-
round population about
200). The area was
also an important gathering place and
tribal headquarters for the Ojibway
nation of American Indians, also known as
the Chippewas.
Housed in an original log cabin, the
Madeline Island Historical Museum helps to
preserve this local history. Artifacts in its

collection date back hundreds of years, bearing
witness to some of the earliest European
forays into the heart of North America.
Indian artifacts such as early weapons and
tools are even older, harking back to a world
as yet unknown to European civilization.
“The museum is an important asset to
the community and to American history,”

says Lein.

Sculpture from the
Madeline Island Artists
Workshop
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Project: “Our Planet’

In addition to preserving the past, the Leins
are keenly interested in the present—and the
future of the Earth we share—specifically,
in protecting the environment from further
degradation. Through their foundation, the
Leins are able to put their money where they
think it will do the most good. In this way, they
have become consistent supporters of the
Northland College Sigurd Olson Environmental
Institute, known nationwide for training
students for environmental conservation careers.

“We have strong feelings about preserving
wildlife and maintaining the ecological balance,”
says Lein. “It’s vital that we support finding
ways to slow down the continuing demise of
plant and animal species. The government is
not taking a strong enough leadership role, so
society 1s dependent on private support to
carry on some of these programs. We're
pleased to be able to do our part.”

The Leins have not limited themselves
to helping just existing organizations.
Combining their interest in art with their
concern for the environment, the Leins have
also developed a creative way to support
both simultaneously.

Through the Madeline Island Arts Center,
which they started, the Leins’ foundation
sponsors an annual sculpture workshop.
During the workshop, accomplished sculptors
make art out of junk metal only. In this way,
the program encourages recycling and waste
reduction, while providing an opportunity for
sculptors to gain experience and exposure. It
has also drawn substantial contributions to the
foundation from like-minded donors.

“We love the impact of the philosophy
behind the art,)” says Lein. “The pieces are
even more beautiful because they take our
environment into consideration.” Each year
the Madeline Island Arts Center makes five to
10 purchase awards, and those recognized
pieces become part of its collection. The
competition is now going into its ninth year.

For Family, Too

In addition to aiding the causes that the
Leins are passionate about, the foundation also
helps them in providing for the people they
care deeply about.

“We wanted to leave

money to our children,’

explains Lein. “If we had
arranged for this directly
through our estate, taxes
and other costs would wipe
out up to 50 percent of the
value of the gift.”

Instead, the Leins have set
up charitable gift annuities
and trusts, one of which,
for example, pays out each
year 6.3 percent of the total
gift value of the trust on
a quarterly basis for the
remainder of the beneficiary’s
life. Another advantage is
that the payments begin
immediately, rather than posthumously.

“With gifts of highly appreciated, low-yield
stocks, we have more than doubled our own
retirement income and provided lifetime
income”—part of which is tax-free—"to
retired domestic employees of the family as
well as our three children. And because the
gifts are made through a 501(c)3 charitable
organization, we realize a substantial tax
savings in the year in which we make the
gift,” explains Lein.

“The charitable gift annuities start an

13

immediate income flow,” he adds, “and
because it’s through the foundation, the
money is shielded from excessive taxation.
These payments will be there for the rest of
our children’s lives, at which time the money
reverts back to the foundation.”

The family foundation’s assets have grown
significantly over the past 10 years. But
financial stability and well-being is just a
secondary benefit for the Leins.

“What we find most rewarding and
satisfying,” says Lein, “is being able to assure
ongoing support to the causes that are
important to us: the environment, world peace,
population control, the arts and education, and
of course, our children.”

With a family foundation established, that
ongoing support is indeed assured. And,
because of the continuing growth of the
foundation’s assets and the “ripple effect” of its
work—the best is yet to come.
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Sculpture from the Madeline
Island Artists Workshop

In addition
to aiding
the causes
that the
Leins are
passionate
about, the
foundation
also helps
them in
providing
for the people
they care

deeply about.
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Charitable giving

Q: How can someone use
a foundation to avoid capital
gains taxes?

A: A family may also use a public
foundation along with what’s
called a charitable remainder
trust to completely avoid capital
gains taxes when property that
has gone up in value is sold. This
is especially helpful when someone

"DIALOGUE

is like planting

a redwood in
John Goodson is the founder and senior attorney of the law firm

Goodson, Manley and Durfee, PLC, and has practiced business,
estate, tax, financial and charitable planning law for over 38
years. His clients include some of the wealthiest families in the
United States. He is one of the few attorneys who has planned

your backyard:
When you form

a foundation

an estate for a multi-billionaire. John insists on the efficient it keeps _

. . . . . sells a business, large real estate

integration of the family estate with the legal structuring of the . holdi h ated
. . . . . . growmg and oldings, or o gr appreciate

family business and family charitable foundations. John believes assets. The asset is sold to the

that well-organized families create a strong nation. lasts forever. charitable remainder trust or a

A CONVERSATION WITH JOHN F. GOODSON

IVING:

GCharitabIe

a Cornerstone of

By DINA PELLETIER

Q: Why should someone consider structured
charitable giving?

A:Well structured charitable giving will create
more cash flow and wealth for family members,
particularly when the family enjoys the benefits
of estate tax elimination, income tax reduction
and capital gains tax avoidance with each gift.

Q: I've heard about people integrating their
charitable giving into their tax planning. Is there
a format that is more beneficial than others?

A: Yes. The best way to integrate charitable
giving into your tax planning is to set up your
own foundation. The best structure for this is
to set your foundation up as a public charity.

Q: What makes a public foundation better
than a private foundation?

A: The main benefit to a public foundation is
the tax treatment, but there are other benefits
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as well. The government keeps trying to limit the
value of gifts of publicly traded stock to private
foundations to their original costs, instead of the
current market value—that’s not the case with
public foundations. There are also severe penalties
if a long list of rules is not properly followed.

Q: What are the tax benefits of creating
a public family foundation?

A: Income tax reduction. When you give
a gift of cash to your foundation it is
fully deductible—you qualify for charitable
deductions of up to 50 percent of your adjusted
gross income (i.e. your taxable income.) For
example, if you were going to be taxed on
$50,000 after all other lawful deductions and
exclusions, you could give up to $25,000 to
your family foundation. You could then
deduct all $25,000, thus reducing your taxable
income to $25,000.

Family Finance

When you make a charitable gift of appreciated stock
or land on which you would have paid capital gains taxes
had you sold it, you may deduct this gift at a value of up
to 30 percent of your adjusted gross income. And, if
you exceed the charitable gifting limitations in any one year,
you may carry these tax deductions forward into the next
five years.

Q: Can you give us an example?

A: When husband and wife both die with a large estate
and retirement plans, they are taxed twice—with an estate
tax and an income tax, and possibly later, a generation-
skipping tax. This double tax will be avoided by having
the retirement plan distributions transferred to a family
foundation on death. This eliminates all tax on the funds.
At the same time, the family will have set up equivalent
life insurance policies in the children’s or grandchildren’s
irrevocable trust to offset the value of the retirement plan
funds going to the family foundation. This is called
“Wealth Replacement.”

PHOTO BY REED RAHN

charitable lead trust, which
provides the person with handsome fixed annual returns on
these funds as long as they live. Later, by eliminating tax losses
at time of sale, there would be no estate taxes paid upon their
death.When he or she dies the remainder goes into the family
foundation. Then the annual income is distributed to charity.

Q: Is there any way | can use a foundation to more wisely fulfill
my current charitable obligations?

A: For one, a foundation may be used for what we call
prepaid tithing. If a family gives $10,000 annually to a
church or charity, it can avoid federal and state income taxes
by instead donating, for example, $100,000 to a family
foundation and taking a $100,000 tax deduction. From that
time forward, the foundation will
invest the money, and use the
interest to pay the annual tithing
or charitable gift.

Q:What is the importance of this sort of planning?

A: | consider these charitable moves to be win-win-win situations.
You can think of them as “the three butterflies”—an image of
lightness and agility from my stint as director of the Aspen
Academy of Martial Arts. The family enjoys the income from the
charitable remainder trust or retirement plan as long as they live—
that’s the first butterfly. When they die, they have a family
foundation and create a new butterfly, which provides funds to
make the community a better place for their family. The third
butterfly is the life insurance proceeds that are received tax-free by
the irrevocable family trusts which give to the children and grand-
children the equivalent of what their parents gave away to charity.

Q:What has been your involvement in charitable giving?

A: I've formed over 40 charitable institutions, including
five colleges—New Prescott College and Southwest College
of Naturopathic Medicine are some examples—and over 400
family foundations. I look at charitable giving like planting a
redwood in your backyard: When you form a foundation it
keeps growing and lasts forever.
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Ralph
Showers
has spent
his life
building a
dream—
one step
at a time.

By AMY LYNN SMITH
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DREAMS DON'T USUALLY
COME TRUE BY ACCIDENT.

Making a dream a reality takes determination, hard work,
passion and tenacity. But sometimes, fate can shape a

dream in unforeseen, almost unimaginable ways.

It took Ralph Showers nearly 25 years to make

his dream come true. In 1974, he co-founded
Rainbow Acres, a non-profit community for
mentally handicapped adults located near Camp
Verde, Arizona. Over the years, Showers never
once lost sight of the goal he'd set for himself—
even when faced with the tragedy of losing both
of his hands and forearms in an accident while
setting up the ranch.

“People have asked me if | wouldn't like to
have my hands back—and the answer is ‘no,”” says

Showers, who wears prosthetic hooks.“The hands
I have now have opened up doors that | would
never have been able to open with my real hands.”

co-founded Rainbow Acres,
Id have been done in by

an accident like that. But Ralph has always talked about the accident as the miracle that built
the ranch. It’s his nature, when someone says something can’t be done, to go out and do it.”

The Dream Begins

When he was 14 years old, Showers—who struggled with learning disabilities—attended
a church conference in Wisconsin.

“I met a man who asked me what | wanted to do with my life and I didn’t really know,”
says Showers. He was fascinated by this man, who had founded a community for farming
people during the Depression. “The man said, ‘There must be something that you like, and
I responded, ‘Well, there was this guy in school that shot his leg off and came back and played
football and 1 was really proud of him.”

Upon hearing that, the man suggested that Showers ought to build a ranch for handicapped
people—and from that moment forward, Showers never let go of his dream.While still in

1999
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high school, Showers drew sketches of the
ranch he would build someday and crafted its
guiding philosophy.

Despite his learning disabilities, Showers
graduated from Arizona State University with a
degree in psychology, and went on to earn a
Master of Religious Education degree from the
American Baptist Seminary of the West in 1964.

For the next 10 years, Showers worked as
a pastor, missionary and Christian educator in
various parts of the country. But in 1973, he
became disillusioned with the pastorate, and
decided it was time to pursue his dream.

“There wasn't a single person in the world
who thought my wife, Marilyn, and | were sane,”
says Showers. “I'm sure that even in the back of
Marilyn’s mind, she wondered if I'd gone round
the bend. But she never said anything; she just
supported my efforts.”

Born and raised in Arizona, Showers decided
that it was a good place to build his ranch.
Showers found a 10-acre property which he
describes as “raw desert land that was about as
white-lime as you can get” He put $5,000
down on the land, with money raised by
borrowing against his insurance policy and
loans from his parents and in-laws.

On this property with no water, no electricity,
no telephones and no buildings, Showers began
constructing the ranch with the help of friends
and neighbors who donated both time and
money. But what happened next was the ultimate
catalyst for making his dream possible.

Showers was moving a small feed barn from
Camp Verde to the ranch—riding on top of the
barn to move telephone wires—when he
backed into a low-hanging power line carrying
7,200 volts of electricity. Although the accident
cost him his hands and forearms, it resulted in
an out-of-court settlement which enabled
Showers to forge ahead with Rainbow Acres.

His determination in the face of adversity
also brought him national exposure. “A writer
for the Arizona Republic wrote a story about
me—a man who was physically handicapped
building a ranch for the mentally handicapped,”
says Showers.“The story appeared in newspapers
and magazines around the country, and the
money started pouring in.”

The kindness of people from around the
country brought in $20,000—some of it in
envelopes simply addressed to “Man With No
Arms, Arizona” Showers and Goehner realized
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Showers demonstrates his
prosthetic arms at the Highway
Children's Center, a school for
very poor orphaned and
HIV-positive children in Uganda.
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that with such a compelling story to tell,
Showers should take on the role of director
of fund-raising and public relations for
Rainbow Acres.
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In setting up Rainbow Acres—including
designating it as a charitable organization,
electing a board of directors and raising
money—Showers admits that he made
plenty of mistakes—but never made the
same misstep twice.

“l didn’t know the first thing about
fund-raising,” says Showers. “So a friend
suggested that | needed some professional
help, and referred me to a man who had
been the director of fund-raising at Arizona
State University.”

Showers had lunch with the man, who
asked him how much money he needed to
raise. WWhen Showers said $100,000, the man
replied, “Okay, then | need $10,000.”

After a few moments of silence Showers
said, “l don’t have $10,000—that’s why I’'m
sitting here talking to you.” Showers quickly
realized that he needed money to make
money, so he mortgaged his house to raise
the $10,000 and began working with the
fund-raising expert.

“The hands | have now have opened up doors that | would never have
been able to open with my real hands." -Ralph Showers

“People wanted to hear his story,” says
Goehner, who handled the day-to-day ranch
operations.“He has so much charisma, and he
has a way of inspiring people and encouraging
them to get involved.”

Building the Dream

“As we went out and talked about
Rainbow Acres, more and more people
wanted to be part of this ranch, which
was designed to help mentally handicapped
people learn how to work and be self-sufficient,”
says Showers.

At Rainbow Acres, the residents—who
were called “Ranchers”—were expected to
work for their keep. As a result, the Ranchers
gained self-confidence and a sense of
independence. And, while earning money for
themselves, they were also helping to subsidize
the ranch. Some parents could afford to pay
for their children to go to Rainbow Acres,
but no one was ever turned away for lack of
funds if they fit the program.
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“l educated myself in every detail of
fund-raising,” says Showers. “But the most
important thing | learned is that there isn’t
a country in the world that comes close to
the United States when it comes to giving.
The donations made in this country in
just one year would clean out the national
debt overnight.”

Showers faced plenty of other administrative
hurdles and, with characteristic tenacity,
tackled them one by one.

“When we first bought the property, we
had no idea you needed a conditional use
permit, which means that you have to have 51
percent of all the land owners on your borders
saying it's okay to do what you want to do
with the property. When | got the 51 percent,
I went to the county and they told me | had
to get the permit from the Office of Economic
Security in Phoenix. When | got there, they
told me they didn’t have anything like that.”

After five or six trips back and forth,
Showers had reached the height of his

frustration. “There was a lady at the front
desk, and | asked her to write me a letter
that said there were no laws or rules against
having a ranch for mentally handicapped
people and to sign it,” he says. “She said to
me, ‘I’'m just a secretary.” | said, “You know
it’s the truth—would you just do it for me
on your stationery?’ She did it, and we were
on our way.”

It wasn't long before Rainbow Acres
reached its capacity of 40 Ranchers. “That’s
when we started another ranch we couldn’t
afford, by building Sunburst Farm a few
miles down the road,” says Showers, laughing.

The mistakes Showers had made with
Rainbow Acres helped prepare him for the
challenges of opening Sunburst Farm. First,
he had to persuade the property owner to
lease it to him for less than the asking price.
Then, he had to convince his board of
directors to mortgage Rainbow Acres. In
the end, his determination and enthusiasm
won both battles.

With the participation of every member
of his family, Showers continued his
involvement with the Rainbow Acres
organization until 1995. Over the years, he
has served as an advisor in the establishment
of more than 25 similar camps in the
United States.

Showers also helped Goehner develop
two programs, including the Special K
Ranch in Montana, where Goehner is
executive director. “Ralph gave me the
encouragement to keep going with my
dream,” he says. “He’ a person that really
believes that if you have a dream and put
your best effort forward, you can make it
happen. He isn’t just talking about it—he’s
living it. And that inspires people.”

Today, Showers has turned his energies to
motivational speaking, which allows him to
pursue two things he loves to do: talking
and traveling. Most important, he remains
focused on his lifelong mission of helping
people achieve their own dreams.

"l learned there isn't a country in the world that comes close to the

United States when it comes to giving." -Ralph Showers

The following year, with Sunburst Farm
nearing its capacity, the JW. Kieckhefer
Foundation in Prescott, Ariz., offered
Showers the right to farm 2,000 acres of
prime land about 90 miles west of Rainbow
Acres, which became the Starlite Cattle
Company. A few years later, Showers built
The American Dream, a 60-acre theme park
with tourist shops and businesses to be run
by his Ranchers.

Showers admits that it was a constant
challenge to convince those involved—even
his own board of directors—that every
mentally handicapped person could work
for a living.

“Mentally handicapped people can have
genius in certain areas—such as art, math or
computers—and they’ll work hard to prove
themselves,” says Showers. “All of the ranches
offered a variety of activities, such as
crafts, business, machinery or farming. The
Ranchers could try new things, and they
might blossom in a particular area—and then
they’ve found their niche.”

PHOTO COURTESY OF RALPH SHOWERS

“What means the most to me is the
Ranchers and the world we gave to them,”
says Showers. “Being able to see them grow,
to become people of value and worth—
and to watch their families be so proud. |
think that’s the greatest success for me: the
fulfillment of a life.”

Principal Ruth Kiwanuku (at
right) and others from the
Highway Children's Center greet
Showers and his wife, Marilyn,
who raise funds for the school.




ON THE

RECORD

AT ISSUE, AT RISK:

of endowment funds, via Section 507 or Oprivate foundasharitable purposes. This type of involvement should be

tionO-type restrictions.

Improper Donor Involvement

encouraged and promoted, even in the law.

Is More Legislation Needed?

The American Foundation is a strong proponent of protect- Public charities now have excellent guidelines and tools
ing charity from abuses. We support legislation that severegadily available that can help determine what is good or bad
punishes those who take advantage of charitable lawsg ameblvement. Existing laws are sufficient to enforce their use.The
receive tax benefits from gift plans that have little or no charirew Intermediate Sanctions Law (added by enactment of

table substance.

Taxpayer Bill of Rights 2, see IRC Section 2958) greatly

= = One of abuse ig called "self dealing." An example of selfproves the IRSOs ability to effectively address abuses and

D O n O r I nVO Ive m e nt I n C h arltabl e D eve I @E&mé nfaldonor persuades a charitable organizatwwongdoing by public charities and social welfare organizations.
to Eompensate the donorOs for-profit business for performing.aws and regulations already in place are sufficient to address
bogus work for the charity. This is, and should continue to Ibehe vast majority of real or potential abuses, such as private ben-

By Ben Schaub, J.D.
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Background

n 1969, Congress enacted Private
Foundation legislation to correqt

actual and potential abuses
donor involvement in philan-

thropy. This legislation, with its
complex and limiting regulations

on private foundations, had th
result of sharply curtailing thei
growth. Intended to prevent Osel

dealing® by donors, the law may actually repre

sent a case of Othrowing the baby out with
bath waterO

New legislation to limit donor involvement
may be on the horizon. There are curre

efforts to curtail or impede a new and progressiv|

trend of increased individual involvement
philanthropy.

In response to the increasingly popu
commercially sponsored Gift Funds, such
FidelityOs OCharitable Gift Fund,O some lead
community foundations have joined forces
supporting proposed legislation that cod
severely limit and make less attractive f
blossoming kind of philanthropic developmer

Some community foundation advocates clai

they want to compete on what they feel wou
be a Olevel playing field with clarity for all on t

limits O referring to limitations on donor or com

mercial involvement. Ironically, most commun
ty foundations were themselves established
consortiums of commercial banks.

The type of legislation being consideré
could enshrine what is already the tenden
of many community foundations to see

of]

o

ne,

byumber of years or for just the life of the donor.
Most community foundations prefer OField of
2d InterestO fundsNwhich limit donors to specifying
cynly general areas of charitable interestNover
k Odonor advisedO funds, which allow donors to

eventual total charitable direction over

charitable funds, including Odonor advisedO These factors suggest that new legislation

Il specify which charities are to be supported.

funds. For example, many community founda-would seek to limit donor involvement in the
tions limit donor involvement to a specified continued charitable direction over all types

1999

subject to sanctions. Under current law, the charity and indi
ual in this case would be subject to significant penalties incly
termination of charitable status.

Beneficial Involvement

On the other hand, legitimate donor involvement ben
fits everyone. This includes activities such as volunteerir
assist in charitable projects, or giving recommendation

e

how a charityOs funds are expended to achieve inte

vid
din
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efit, excess benefit, unreasonable compensation, dis-
qualified persons, lobbying activities, influencing
legislation, political expenditures, self-dealing, risky
investments, private inurement, excess business hold-
ings, mandatory distributions, and others. As a com-
mon sense Osafety valve O community foundations also
have a Ovariance powerO which allows them to modify
donor direction when a proposed charitable activity
becomes unnecessary or incapable of fulfillment.

Looking Ahead

The central question is: Should we limit
individual, family, and business involvement in chari-
table funding and charitable direction? And what do
we stand to lose by doing so? When donors are
involved in the charitable process, they assume a
degree of ownership which leads to their giving more
and becoming better people. This in turn, more often
than not, leads to more effective and successful char-
itable programs.

We need to now look beyond the 1969 Private
Foundation laws, and focus on doing what will best
unleash new philanthropy. Increased donor involve-
ment and direction over charitable funds owned and
controlled by public charities seem to work, so now
letOs allow this development to continue to grow.
The result will be a much better world for us and our
children to live in.

If you support donor involvement and are

“interested in helping us promote it, please contact us.
If you are already promoting similar ideas and principles,
we would liketo help you in any way we can.

g_t<The American Foundation
5 o/l €lephone: (800) 788-8992 ¥ Web site:

ndeamericanfoundation.org
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ASK THE
EXPERT

Rules Eased on Trusts Funded With Hard-to-Market Assets

Freed From Confining Regulation

By Charles D. Mooney, J.D.

Commentators asked the Service to permit less
restrictive flip events and to allow any net income
unitrust to become a flip unitrust.
IRS responded favorably to these suggestions.

What is a “Flip”” Charitable Remainder Unitrust?

Answer:

A flip unitrust began as a net income
unitrust—with or without a make-up provision.
It becomes a standard unitrust on the sale of its
initial assets, usually non-income-producing
real estate or closely held corporate stock.

Why “Flip"?

To explain the purpose of a flip, you first need
to understand what it’s being flipped from.

In a net income unitrust, once the non-
income-producing assets are sold, there is an

expectation that the trustee will invest the sales
proceeds to achieve high ordinary income in
excess of the stated percentage payout rate, so
that a makeup of earlier years’ deficiencies can
occur. This can be difficult to accomplish.

In a flip unitrust, once the trust becomes a
standard unitrust, the trustee can invest for total
return. This makes it easier to meet the payout
percentage and achieve growth in the trust
assets. Growth exceeding the payout increases
the value of the amount on which future years’
payouts are calculated.

Flip-Flop

While the IRS previously had ruled that a
“flip”” unitrust was a valid variation, it stated in
two 1995 private letter rulings that such trusts
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Surprisingly, the

did not qualify as charitable remainder trusts.

Then, in proposed Section 664 regulations
(promulgated in 1997), the IRS reversed its
position, stating that flip unitrusts were allowed,
as long as four requirements were met:

1. At least 90 percent of the fair market value
of the assets immediately after the initial or later
contribution consisted of “unmarketable assets”;

2. The agreement provided that the trust
will use the net income provision until a
change is triggered by the sale of all the
unmarketable assets or, if after the sale of part
thereof, the fair market value
of the remaining unmarketable
assets is less than 50 percent of the
value of the trust assets;

3. The change to a standard
unitrust takes effect on the first
day of the tax year following the
year in which the flip event occurs;

4. Any makeup amount is forfeited when
the flip occurs.

The Service said the proposed rule allowing
the flip was designed for taxpayers who wanted
their unitrust payouts to be computed on the
standard method, but had funded the trust
with hard-to-market assets that generated little
or no annual income to meet the payout.
The only feasible vehicle was the net income
unitrust. Until the funding assets were sold, the
trustee was not required to make payments
except out of income.

Surprise
Most commentators agreed with the IRS
assessment, but asked the Service to permit less

restrictive flip events and to allow any net income unitrust to
become a flip unitrust. Surprisingly, the IRS responded favorably
to these suggestions.

The final regulations, which were issued on Dec. 10, 1998,
allow the unitrust agreement to provide that the trust will flip
once from the net income method to the standard unitrust
method if the date or event triggering the flip is outside the
control of the trustee or any person.The 90 percent test and the
50 percent test have been eliminated. The regulations include
examples of valid and invalid triggering events.

A valid triggering event includes marriage, divorce, death or
birth of a child. Further, the sale of an unmarketable asset, such
as real estate or closely held stock, is also a permissible triggering
event, as is the occurrence of a date certain.

Impermissible triggering events are: sale of marketable assets
and a request from the unitrust beneficiary that the trust convert
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and flip. Also impermissible are flipping an
annuity trust to a unitrust or flipping a standard
unitrust to a net income unitrust. The latter
provisions in a trust document would disqualify
the trust. Planners should have in-depth
discussions with donors who are considering
the establishment of flip unitrusts, regarding
what might be an appropriate triggering event.

Trigger-Happy
The final regulations provide that the flip

occurs at the beginning of the taxable year
immediately following the taxable year in which
the trigger date or event occurs. Thus, the trust
doesn’t change its character for reporting
purposes in the middle of a year.

The final regulations further provide that any
make-up amount is forfeited when the trust
flips. In any tax year before the year the trust is
administered as a standard unitrust, make-ups are
allowed if the trust provides for it.

Interestingly, the final regulations do not
mention the income deferral issues that the
IRS raised earlier, and on which it asked for
comments in the proposed regulations. The
issues regarding so-called “spigot” net-income
unitrusts are still there. The Internal Revenue
Service is reluctant to permit donors and trustees
to manipulate the flow of income from unitrusts
that are invested in readily marketable assets.

In summary, the flip unitrust is a very flexible
planning vehicle and one that can be extremely
valuable in the case of a donor who establishes
a charitable remainder unitrust with assets that
are hard to market. In addition to allowing the
donor-beneficiary to receive an even flow of

payments after hard-to-market property is sold, the final Treasury
regulations permit donors to defer the flow of income from
readily marketable assets, so long as the single triggering event
selected is not subject to manipulation by the donor, the
beneficiary or the trustee. In many ways, the selection of a
future date certain is an ideal triggering event for a flip unitrust.

Charles D. Mooney, a partner of McCanliss &
Early LL.P, New York, practices in the area of
taxation, nonprofit organizations, and trusts and
estates. He is the author of numerous articles and
lectures dealing with taxation and nonprofit
organizations and is a member of the bar in New
York, Florida, and Connecticut. He serves on the
American Bar Association's Exempt Organizations
Committee - Tax Section, and on the Association
of the Bar of the City of New York's Nonprofit
Organizations Committee.
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