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2020 Year-End Planning for Private Foundations 
We hope this letter finds you healthy and safe during this unprecedented time. As your 
foundation continues to operate, consider how today’s financial actions can impact the 
foundation’s year-end financial strategies. Below are ideas for your consideration before the 
foundation’s year-end: 

Required Distributions of Income 
Private non-operating foundations must annually distribute 5% of the value of their average 
non-charitable use assets each year. Non-charitable use assets include all assets other than 
those used directly in carrying out the foundation’s exempt purpose. The foundation’s 
current year qualifying distributions are applied towards this 5% distributable amount, also 
referred to as the required minimum distribution or “RMD,” to determine whether the 
foundation will have any excess distributions carried forward to next year or whether the 
foundation will need to make it up by the end of the following tax year. 

Current year qualifying distributions include cash distributions for grants to qualifying 
organizations, program related investments, expenditures for direct charitable programs the 
foundation administers itself, the purchase of charitable use assets, and administrative 
expenses of the foundation. Foundations may also, under certain circumstances, make 
qualified set asides.   

The application of the foundation’s current year qualifying distributions depends on 
whether the foundation has any remaining distributions of income from the prior year(s). To 
avoid the excise tax on the failure to distribute income, a foundation must ensure it satisfies 
its prior years’ undistributed amounts by the end of the current year. Therefore, the current 
year qualifying distributions are first applied towards satisfying any prior year undistributed 
amount. Any remaining distributions can then be applied towards the current year 
distributable amount. If there are any distributions left after meeting the current year 
distribution requirements, these distributions may be carried forward up to five years and 
applied towards future distribution requirements. On the other hand, if the foundation has 
any unpaid distributions for the current year, it must be paid by the end of the following tax 
year or be subject to excise taxes for failure to distribute income.   

Example: Foundation ABC has a June year-end and an income distribution requirement 
of $250,780 for fiscal year-end June 30, 2019, but only $120,000 of qualifying 
distributions were paid out as of June 30, 2019. Foundation ABC has until June 30, 2020 
to distribute the remaining $130,780. If Foundation ABC paid $150,000 in the first 
quarter of its fiscal year-end, $130,780 will be applied towards the 2019 (for the fiscal 
year ended June 30, 2020) undistributed amount and the excess, or $19,220, will be 
used toward satisfying the 2020 (fiscal year-end June 30, 2021) required distribution of 
income amount. 
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The penalty for failure to distribute income is 30% of the amount undistributed. A new penalty accrues 
for each year the income remains undistributed. If the foundation does not correct the failure to 
distribute, a second-tier penalty of 100% may be assessed. In addition, subsequent years’ distributions 
may not be satisfied until prior years’ income distribution requirements are met due to the ordering 
rules in the Treasury regulations.   

Conduit Foundation 
If the foundation received current year contributions and has excess distributions of income from prior 
years, it may want to consider making an election to be treated as a conduit foundation. This will 
provide donors with a higher charitable deduction amount for any current year charitable contribution 
to the private foundation. An election is made each year, and as a conduit foundation, the contribution 
limits for individual donors are increased from 30% of adjusted gross income (AGI) to 50%/60% of AGI 
for cash donations and from 20% of AGI to 30% of AGI for long-term capital gain donations (e.g. land or 
marketable securities).  

New Tax Law: If cash contributions are made to a conduit foundation during the calendar year 2020, 
the individual may be able to take a deduction up to 100% of AGI. Corporate contributors will be 
able to take a deduction of up to 25% of taxable income. The special 2020 contribution rules are 
only available to private operating foundations and conduit foundations but not to non-operating 
private foundations.   

To determine if the foundation has excess distributions of income, refer to the foundation’s Form 990-
PF, Part XIII, Line 9. This excess distribution amount may be used to either satisfy the foundation’s future 
distributable amount as discussed above or to qualify the foundation as a conduit foundation.   

To qualify as a conduit foundation, all contributions made to the foundation during its tax year must be 
paid out as qualifying distributions no later than 2 ½ months after the foundation’s tax year-end. In 
addition, it must satisfy both the prior year and current year required minimum distribution. As stated 
earlier, the foundation may elect to use its prior year excess distribution carryovers to satisfy these 
requirements.  

Qualifying for the Reduced Net Investment Income Tax Rate 
A private foundation is generally subject to a 2% excise tax on net investment income. However, it may 
qualify for a reduced excise tax rate of 1% depending on how current year qualifying distributions 
compare to average historic qualifying distributions as a percentage of current year assets. If current 
year qualifying distributions exceed the average five-year payout ratio, multiplied by the current average 
non-charitable use assets, plus 1% of its net investment income, a foundation may qualify for the 1% tax 
rate.  

There are two circumstances where a foundation cannot qualify for the 1% tax rate: 

1. The foundation is in its first year of existence and has no history with which to qualify for the 1%
tax rate; or

2. The foundation has an unabated excise tax for failing to meet its mandatory 5% distribution of
income requirement in any of the five base years.
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Unlike the required distribution of income in the first section of this letter, which rolls from year to year 
when there are excesses and shortfalls, the calculation to qualifying a foundation for the 1% tax rate 
restarts each tax year. Therefore, the only qualifying distributions which “count” towards achieving the 
1% tax rate are the qualifying distributions which were actually paid out during the tax year.   

Net Investment Income Tax Rate for Tax Years Beginning After 
December 20, 2019 
In December 2019, the President signed the Further Consolidated Appropriations Act, 2020, which 
created a flat excise tax rate of 1.39% on net investment income. This provision applies to private 
foundations with tax years beginning after December 20, 2019.

Net Investment Income 
Net investment income includes dividends, interest (including interest on program related investments 
or “PRIs” but excluding tax-exempt bond interest), royalties, rents, payments regarding securities loans, 
income from similar sources, and net capital gains from the sale or other disposition of property, 
regardless of whether the property was used for an exempt purpose. Income from similar sources 
include pass-through income from alternative investments (e.g. partnerships and LLC investments).   

Common Error: The cost basis of donated assets equals the donor’s original basis (i.e. carryover of 
the donor’s basis). This is true even for qualified appreciated stock where the donor received a 
charitable contribution for the full fair market value of the marketable securities on the date of 
donation, and the charity recorded the asset at fair market value for financial reporting purposes. 
For tax purposes, there is a carryover in basis and the federal government will assess tax on the 
difference between the donor’s original basis and the amount the foundation receives on sale.   

Do Not Waste Net Capital Losses 
Unlike the rules for corporate and individual taxpayers, foundations may not carry forward or carry back 
any net capital losses to different tax periods. The losses expire in the current year and provide no tax 
benefit to the foundation in other tax periods. 

If you know the foundation will have a realized net capital loss from a sale or disposition of assets at 
year-end, and there are other appreciated unrealized capital assets in the foundation’s portfolio, 
consider selling and repurchasing those appreciated assets. This transaction will trigger the recognition 
of gains (to offset the capital loss) and allow the foundation to take what amounts to a tax-free step-up 
in basis on the assets sold and repurchased. The wash sale rules only apply to loss transactions, 
therefore allowing this planning strategy to work because the sale results in a gain. 
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Opportunity to Defer or Eliminate Gain on Capital Assets 
A foundation can eliminate paying tax on the sale of appreciated investments by granting the 
investment rather than making a cash grant. A foundation will often sell appreciated stocks or bonds to 
generate the cash needed to make grantee distributions. However, when appreciated investments are 
sold, it generates net investment income subject to the excise tax. Furthermore, keep in mind that if the 
grantee is a public charity, it is not subject to the same excise tax imposed on private foundations when 
it sells appreciated investments. By granting the investment instead of cash, the foundation eliminates 
recognizing a capital gain on the sale of the securities and the excise tax on the gain, while at the same 
time continuing to support its grantees. 

Estimated Tax Payments 
As a reminder, foundations must make estimated tax payments throughout the year or be subject to 
underpayment penalties. At a minimum, foundations should make estimated tax payments equal to the 
previous year’s tax liability. However, foundations whose net investment income or unrelated business 
taxable income exceed $1M in the prior year are generally required to make estimated tax payments 
based upon the annualization periods and due dates below: 

Estimated Payments Income Through Due Date 

1st Installment 2 months 
15th day of 
5th month 

2nd Installment 3 months 
15th day of 
6th month 

3rd Installment 6 months 
15th day of 
9th month 

4th Installment 9 months 
15th day of 
12th month 

Private foundations must make federal tax payments to the IRS using either a wire transfer or the 
Electronic Federal Tax Payment System (EFTPS).   

There is an exception to making estimated tax payments and using EFTPS for small private foundations. 
A small foundation that anticipates its total excise tax liability will be $500 or less need not make 
estimated tax deposits and may pay its tax liability via check with its annual Form 990-PF.   
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Alternative and Foreign Investments 
It is becoming more common for foundations to diversify their portfolios by investing in partnerships 
and other pass-through entities. Remember, pass-through activity reported on a Schedule K-1 may be 
subject to either excise tax or income tax (as an unrelated trade or business). Any unrelated business 
income activity through these alternative investments may cause additional tax filings, such as a Form 
990-T or state income tax returns. Unrelated business taxable income often requires separate estimated
tax deposits and extension payments as well.

A foundation with direct or indirect foreign investments must also be cautious about its tax filing 
responsibilities. When a foundation transfers funds to a foreign investment or has an ongoing ownership 
interest in a foreign investment, whether directly or indirectly via a pass-through entity, additional tax 
filings may be required. Failing to file these tax filings may cause significant penalties. Generally, filings 
are required if the foundation directly or indirectly invests more than $100,000 or has more than a 10% 
change in ownership during the year.  

If the foundation has alternative or foreign investments, we are happy to assist you in determining 
whether it has triggered additional tax filings or must make estimated tax payment deposits. 

Audit Considerations 
If your private foundation must (or desires to) have an audit of its financial statements prepared under 
generally accepted accounting principles (GAAP), some changes to the standards will be implemented 
soon: 

• One that affects both private foundations and grantees is ASU 2018-08, Not-for-Profit Entities
(Topic 958): Clarifying the Scope and the Accounting Guidance for Contributions Received and
Contributions Made. This update helps organizations properly account for transactions based on
two significant issues: 1) whether a transaction is a contribution or grant (nonreciprocal) or an
exchange (reciprocal), and 2) whether a contribution or grant is conditional. ASU 2018-08
clarifies the criteria that must be present for a grant to be conditional, which affects the timing
of when revenue or expense is recognized. A key factor to note is that ASU 2018-08 applies to
both resource recipients (grantee) and resource providers (grantors). While this standard will
not affect your foundation’s calculation of its required distributions of income for federal tax
reporting, it may change the timing of when it recognizes grant expense under GAAP for
financial reporting and audit purposes. The ASU must be implemented by grantees for fiscal
years beginning after December 15, 2018 and by grantors for fiscal years beginning after
December 15, 2019. (Public business entities or nonprofits that have issued, or are conduit bond
obligors for, securities traded on an exchange or over-the-counter market must implement ASU
2018-08 earlier.)

• Another new accounting standard is ASC Topic 606, Revenue From Contracts with Customers.
This standard will not likely affect your foundation unless it provides a good or service to a
customer or has intellectual property licenses. Topic 606 is based on allocating transaction
prices and recognizing revenue from customers based on completing performance obligations.

https://www.fasb.org/cs/ContentServer?c=Document_C&cid=1176170810258&d=&pagename=FASB%2FDocument_C%2FDocumentPage
https://www.fasb.org/jsp/FASB/FASBContent_C/CompletedProjectPage&cid=1175805486538
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Topic 606 does not apply to contracts within the scope of other accounting standards, such as 
leases. However, it may apply to licenses of intellectual property. Topic 606 is effective for 
nonpublic business entities for fiscal years beginning after December 15, 2018. 

• ASC Topic 842, Leases, has recently been delayed again for nonpublic entities for one more year.
The standard is now effective for nonpublic entities for calendar 2022 and fiscal years ending in
2023. Topic 842 applies to lessees and results in reporting most leases on the lessee’s balance
sheet.

• Also related to leases, the Financial Accounting Standards Board (FASB) released a Staff Q&A on
lease concessions related to the effects of the COVID-19 pandemic. Due to the financial strain of
COVID-19, many lessors are providing lease concessions to lessees either through deferral of
required lease payments or forgiveness of rents. The FASB staff state that entities may treat
these lease concessions as a current period event in lieu of amortizing the impact over the
remainder of the lease term.

Your private foundation will need to consider whether there are any consequences of the COVID-19 
pandemic that warrant disclosure in the footnotes to the financial statements. Although losses incurred 
in the investment portfolio during the year will be reflected in the financial statements, it may be helpful 
to disclose unusual circumstances that resulted in investment losses not consistent with general market 
conditions. If your private foundation incurred significant costs transitioning staff to a work-at-home 
model or other costs considered “unusual or infrequent,” these costs should be either presented as a 
separate line item on the statement of activities or disclosed in the footnotes. The foundation might also 
consider disclosing any changes in its grantmaking activity in response to the COVID-19 pandemic.      

Impact of Pass-Thru Audit Rules on Exempt Investors 
Treasury has finalized the consolidated partnership audit regulations applicable to partnerships and 
limited liability companies taxed as partnerships. The regulations allow the IRS to more efficiently assess 
and collect additional taxes, interest, and penalties directly from the partnership rather than auditing 
each partner. The tax may be assessed and collected at the highest individual tax rate unless the 
designated partnership representative presents evidence the partners being represented do not owe 
taxes at this rate.  

To mitigate negative impacts, we recommend: 

• If there are 100 or fewer “eligible partners,” request the partnership annually elect to opt-out of
the new consolidated audit provisions. The election must be made on a timely filed Form 1065.

• Gain assurance the partnership representative is aware there are tax exempt organization
partners and understands the issues which may arise with a mixed pool of taxable and tax-
exempt partners. The partnership representative has the authority to bind the partnership and
the partners during an IRS examination. It is important they are informed as to the diversity of
their investor constituency.

https://asc.fasb.org/imageRoot/39/117422939.pdf
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• Review the partnership agreement to make sure you know who the identified partnership
representative is and that it cannot be changed without a vote of the partners. Some
agreements allow the partnership representative to name their successor with no input from
the partners.

Grant Files and Expenditure Responsibility 
It is best practice for a foundation to maintain a permanent file for each grantee. It is especially 
important to have a file for each expenditure responsibility (ER) grant or program related investment 
(PRI). Expenditure responsibility includes advance due diligence; maintaining adequate procedures and 
separate accounting to ensure that a grant, or PRI, requiring ER oversight is spent only for the purpose 
for which it was made; obtaining reports from the grantee on how the funds were spent; and reporting 
the grant or PRI to the IRS on the foundation’s annual Form 990-PF. 

Expenditure responsibility requirements apply to grants and PRIs to non-501(c)(3) public charities, 
foreign organizations or non-governmental agencies, and other private foundations. There are 
exceptions to this rule. Expenditure responsibility oversight is not required when a grant is made to 
certain exempt private operating foundations or to certain Type III functionally integrated supporting 
organizations. It is also not required for foreign charitable organizations where a reasonable equivalency 
determination has been made.  

To determine whether ER is required, the foundation must have, as part of its permanent file on the 
grantee, confirmation from the grantee of what type of organization it is. This information will not only 
be helpful for this purpose, but it will also be needed to prepare the Form 990-PF as the Form 990-PF 
requires all foundations to specify the grantee’s foundation status (e.g. POF for a private operating 
foundation, SO I for a Type I supporting organization, PC for a public charity under 509(a)(1) or (2), etc.). 
Having the grantee’s type of organization in the file captures this information at the time the grant is 
made, makes compliance more efficient, and minimizes the risk of inadvertently making a taxable 
expenditure. 

If a foundation is subject to the ER requirements, please make sure that full and detailed annual reports 
are requested within three months of the grantee’s fiscal year end. Failure to comply and report ER 
grants and PRIs on the foundation’s Form 990-PF for all periods in which either funds or reports are 
outstanding may cause the expenditure to be a taxable expenditure subject to a 20% excise tax on the 
amount of the grant or investment plus interest.   

Equivalency Determination as an Alternative to ER 
For foundations or public charities sponsoring donor advised funds (DAFs) that make grants to foreign 
organizations for which there is an anticipated ongoing grantee relationship or for which funds will be 
used for capital expenditures, grantors may wish to make an equivalency determination. This is a 
determination that the grantee qualifies as a U.S. public charity instead of requiring ongoing 
expenditure responsibility oversight. Grantors choosing this alternative need to be aware the Treasury 
issued a long-awaited Revenue Procedure (Rev. Proc. 2017-53), which updates and replaces Rev. Proc. 
92-94.

https://www.irs.gov/pub/irs-drop/rp-17-53.pdf
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Grants to Individuals 
Grants and certain loans made by a private foundation to an individual for travel, study, or other similar 
purposes require pre-approval from the IRS before the grant is made. “Similar purposes” include grants 
to achieve a specific objective, produce a report or other similar product, or improve or enhance a 
literary, artistic, musical, scientific, teaching, or other similar capacity, skill, or talent of the grantee.   

If a foundation makes a grant to an individual for travel, study, or other similar purpose without advance 
approval, the grant is a taxable expenditure and subject to a 20% excise tax on the grant plus interest.   

For grants that do not require the individual to perform any subsequent actions upon receipt of the 
funds, no advance approval is required. This is the case for grants made to fund basic human needs for 
indigent individuals. These grants, however, must be awarded to a charitable class. This can be 
documented through requesting information on income levels, reason for the hardship, or 
recommendations from third party agencies. Grants made to individuals for qualified disaster assistance 
also do not require advance approval by the IRS, assuming no subsequent actions are required in 
response to receiving the payment. 

Choosing Assets to Donate to a Private Foundation 
Donors commonly contribute appreciated marketable securities, which is an excellent, tax-efficient way 
to fund a foundation. The donor is allowed a deduction for the full fair market value of the securities 
without having to recognize the gain on appreciation. The foundation may then sell the securities and be 
taxed at a much lower tax rate. Alternatively, if a donor is considering contributing marketable securities 
in a net loss position, the donor may want to consider selling the stock, taking the loss on his or her 
personal tax return and contributing cash to the foundation.  

Donors may also find it beneficial to have the private foundation treated as a conduit foundation to raise 
the individual contribution limits. See the Conduit Foundation section earlier for more information. 

Donations of S-Corporation and closely held corporate stock can cause negative income tax and excise 
tax consequences and result in excess business holding problems for a private foundation. In addition, 
contributions to a private foundation of long-term capital gain property that is not a publicly traded 
security (this also includes real property assets such as land) may be limited to the donor’s basis and not 
achieve the tax benefits the donor is hoping for.    

Donor Receipts 
Please remember to send a contemporaneous written donor acknowledgment letter to all donors who 
contributed to the foundation during the tax year. The IRS has disallowed contributions from donors to 
private foundations when the taxpayer does not have the contemporaneous donor acknowledgment 
letter required by IRC §170 or when the letter fails to include the required information including the 
quid pro quo language.   
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Recent Tax Developments 
The most significant legislative change occurred in December 2017 with the Tax Cuts and Jobs Act.  
Included in this Act was the segregation and disallowance of unrelated business losses from separate 
trade or businesses conducted by exempt organizations with more than one activity. This is often 
referred to as the “unrelated business income siloing.” On April 23, 2020, proposed regulations were 
issued providing guidance for determining separate trade or businesses, allocating directly connected 
deductions, reporting unrelated income reported from pass-through investments and debt-financed 
property. 

On December 20, 2019, Congress repealed the inclusion of qualified transportation benefits as part of 
unrelated business taxable income for exempt organizations. If the foundation previously paid tax on 
these benefits and has not received a refund for the payment, please contact us to discuss the options 
for filing. We are happy to also assist in the evaluation of your foundation’s particular unrelated 
business income projections.   

In March 2020, Congress passed the Family First Coronavirus Response Act (FFCRA) and Coronavirus Aid, 
Relief, and Economic Security (CARES) Act. Both Acts provide a variety of tax provisions, including the 
deferral of employer payroll taxes, the employee retention credit, and the allowance of carrying back to 
five years any net operating loss generated in 2018-2020 thereby reversing the net operating loss 
provisions set by the Tax Cuts and Jobs Act in 2017. For more information and links to additional COVID-
19 resources, visit the Clark Nuber COVID-19 Resource Center.  

Mandatory Electronic Filing 
Many exempt organizations already electronically file their Form 990-PF, either because they are 
required to or have elected to do so for convenience. However, all organizations are soon required to 
electronically file their tax returns under the Taxpayer First Act of 2019. Organizations who file a Form 
990-PF or Form 990 are required to electronically file if their tax year begins after July 1, 2019. The 
thresholds for number of forms/returns filed with the IRS and value of assets have been
eliminated. Organizations who qualify to file a Form 990-EZ have a one-year transition period and are 
required to electronically file if their tax year begins after July 1, 2021. Until then, the IRS will continue 
to accept paper filed Form 990-EZ returns.

There has been no change to electronically filing the Form 990-N, Electronic Notice (e-Postcard), which, 
as the name implies, is an electronic filing since its introduction in 2007. 

Beginning in 2021, the IRS plans to have both the Forms 990-T and 4720 ready for electronic filing. These 
are applicable for the 2020 tax forms filed in 2021. These forms have never been available for electronic 
filing and it presents a challenge for the IRS to implement electronic filing at the same time as the other 
tax returns. Therefore, stay tuned for more information on the mandatory electronic filing of these 
forms. 

If you have questions regarding the tax planning ideas, any audit or accounting issues, or would 
like to set up a meeting, please contact any of our private foundation professionals.  

https://clarknuber.com/hubspot-email-us/
https://clarknuber.com/hubspot-email-us/
https://clarknuber.com/articles/opportunity-to-defer-payroll-tax-to-2021-and-2022/
https://clarknuber.com/articles/opportunity-to-defer-payroll-tax-to-2021-and-2022/
https://clarknuber.com/articles/the-cares-act-employee-retention-credit-program-eligibility-requirements-and-definitions/
https://clarknuber.com/articles/new-provision-allows-five-year-net-operating-loss-carryback/
https://clarknuber.com/articles/new-provision-allows-five-year-net-operating-loss-carryback/
https://clarknuber.com/covid-19-information-and-resources-for-businesses-nonprofits-and-individuals/
https://clarknuber.com/hubspot-email-us/
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