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Subchapter S Corporations Can Do Good
For Others And Themselves Through
Private Non-Operating Foundations
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By John J. Hess

uppose a client owns a substantial interest in a successful Subchapter
S corporation (“S corporation”). An S corporation is generally a closely
held corporation whose shareholders elect on behalf of the corporation to be treated for most tax purposes as a partnership so that income
earned by the corporation is taxed only to the shareholders in the year it
is earned. On the other hand, the income earned by a regular corporation
(“C corporation”) is taxed to the C corporation in the year it is earned and
taxed again to the shareholders in the year dividends are paid to them.
The client wishes to establish a program of charitable giving but does
not want to generate publicity for himself. One way this could be accomplished would be for the S corporation to establish a private non-operating foundation under section 501(c)(3) of the Internal Revenue Code
(“Code”). A private non-operating foundation (a “PNF”) is a tax-exempt
organization that is not publicly supported and which limits its activities
to making contributions to other tax-exempt entities. Because of various
administrative requirements imposed by the law, such a foundation will
generally limit its contributions to publicly supported charities. A PNF
can either be a not-for-profit corporation or a trust.
In our situation, it is preferable for the S corporation to make the contributions to the PNF. The IRS has ruled that the deductibility of contributions
to a charity by an S corporation will pass through to the shareholders and be
subject to the individual limitations on deductibility (Rev. Rul. 2000-43). The
annual deduction limit for individuals who contribute to a PNF is generally
30% of their adjusted gross income (“AGI”). The annual deduction limit for
C corporations is only 10% of its adjusted taxable income (“ATI”). Thus, our
client can get the significant tax benefit of making charitable contributions
and, at the same time, maintain his privacy. However, it should be noted
that a direct contribution by the client, individually, to a public charity
would generally be subject to an annual deduction limit of 50% of AGI.
Privacy is maintained through the use of a PNF, but at a certain cost.
A PNF must obtain recognition from the IRS that it is exempt from
income tax under section 501(c)(3) of the Code by filing a Form 1023 with
the IRS. In order to get retroactive recognition from the date of its formation, a Form 1023 must be filed with the IRS within 27 months after the
end of the month in which the PNF was formed. Annual filings with the
IRS and the state where the PNF is maintained are required.
It must be noted that a PNF is generally subject to a 2% excise tax on its
net investment income, must distribute at least 5% of the value of its net
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investment assets every year and is subject to a number of special
rules and restrictions that generally do not apply to public charities.
As a result, the governing instrument of a PNF must prohibit the
directors or trustees of the PNF from (i) engaging in any act of selfdealing, (ii) retaining any excess business holdings, (iii) making any
investments that jeopardize the charitable purpose of the PNF or (iv)
making any taxable expenditures. “Taxable expenditures” include
payments to influence legislation or an election and grants to another
PNF unless expenditure responsibility is exercised by the grantor.
Notwithstanding the restrictions, having the client’s S corporation
establish a PNF can have a number of advantages to the client, the
company and its employees:
(1) Contributions to the PNF by the company would preserve
the anonymity of the client while accomplishing his program
for charitable giving when the PNF makes contributions to
various public charities.
(2) The client and/or members of his family could administer
the PNF and receive reasonable compensation for managing
the PNF.
(3) Contributions by the PNF could provide favorable publicity
to the company (i.e., the PNF could use the company’s name
and logo).
(4) Contributions made by the company to the PNF would be
deductible by the client subject to the 30% of AGI annual
limit rather than the C corporation limit of 10% of ATI.
(5) A matching contribution program by the PNF for the
employees of the company would provide an indirect benefit
to these employees. For example, a matching contribution to
a museum could result in a higher membership classification
for the employee with increased membership benefits, such
as eligibility to attend special events or increased discounts
for purchases at the museum gift shop.
Thus, there are a number of advantages for a closely held business
to establish a PNF. This is particularly true if the business entity is
an S corporation or partnership. The attorneys and accountants at
AKO can assist your closely held business in establishing and
administering a PNF.
Helpful Tip: A PNF could establish, with the consent of the IRS, a limited college
scholarship program for the children of the company’s employees. In view of the
rising costs of higher education, this would constitute a significant benefit to those
employees of the company whose children receive the scholarships.
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