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Trustsesbistates

The Public’s Interest in Charitable
Trusts: Unsettled Issues

BY AMY F. ALTMAN
AND KRISTIN BOOTH GLEN

haritable institutions, by

definition, are created for

the benefit of the public.
Often, they are beneficiaries of
trust instruments.!

Yet the ordinary protec-
tions enjoyed by private trust
beneficiaries against trustee
misfeasance are currently
unavailable to the “public” as
beneficiary, even when trust-
ees seek to modify, through a
cy pres proceeding, the terms
of a charitable trust instrument
that is more than a century old.?
The doctrine of cy pres allows
trustees to change the method
of pursuing the trust’s mission
when its current means becomes
“impractical or impossible.”
Trustees must demonstrate
not only that administration of
the trust is impracticable but
also must propose an alternate
plan that is “cy pres comme
possible,” meaning “as near as
possible” to the original intent
of the founder.*

Three cases involving cy pres
and charitable enforcement
issues raise important ques-
tions about who can protect
the public interest in charitable
trusts, and perhaps as impor-
tant, when. They are: a cy pres
proceeding involving the District
of Columbia’s oldest private art
museum and college devoted to
the arts, the Corcoran Gallery
of Art and the Corcoran College
of Art + Design (the Corcoran);
a similar proceeding involving
the Barnes Foundation in Phila-
delphia (the Barnes); and a peti-
tion filed by the Committee to
Save Cooper Union to prevent
the board of trustees of Cooper
Union from charging tuition (the
Cooper Union).

Corcoran Litigation

In 1869, William Corcoran, a
wealthy businessman, estab-
lished Washington, D.C.’s oldest
private art museum. In the deed
of trust Corcoran expressed “a
long cherished desire to estab-
lish an institution in Washington
City to be ‘dedicated to art’ and
used solely for the purpose of
‘encouraging American genius.”™
The Corcoran Gallery’s original
art works, acquired from Corco-
ran’s private collection, have
been deemed one of the great-
est collections of American art
ever assembled. Corcoran later
funded the Corcoran College of
Art + Design (the College), which
promoted students’ access to
the collection. In 1890, the trust-
ees acquired land across from
the White House for a new build-
ing, known as the Flagg building,
which houses the Gallery and
College.$

The Corcoran trustees filed
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The Cooper Union, above, and the Corcoran Gallery of Art and College of Art + Design, are two institutions involved
in proceedings that raise important questions about who can protect the public interest in charitable trusts, and when.

a cy pres petition seeking to
merge the Gallery with the
National Gallery of Art (NGA),
which would take over the col-
lection, and its College (including
the Flagg building) with George
Washington University (GW),
which would operate under the
GW name.” The trustees alleged

The doctrine of cy pres
allows trustees to change
the method of pursuing

the trust’s mission when

its current means becomes
“impractical or impossible.”

deterioration of Corcoran’s
overall financial condition due
to a lack of wealthy dedicated
donors, thus compromising
maintenance and preventing
the upgrade of an aging build-
ing, and financial impossibility
in continuing to operate the Gal-
lery and College. Strict guidelines

of the American Association of

Museums and the Association of
Museum Directors requires pro-
ceeds from art sales to be used
solely to acquire other art, so no
part of the collection could not
be sold to fund maintenance or
operations without risking the
Museum’s accreditation and
reputation in the art world.

In June, students, faculty and
alumni of the College, and a not-
for-profit, Save the Corcoran,
comprised of donors and for-
mer students, moved to inter-
vene. They sought to prevent the
trustees from what they claimed
amounted to a complete eradica-
tion of the Corcoran institutions,
alleging misconduct and mal-
administration by the trustees
who, they argued, had commit-
ted a grave breach of fiduciary
obligations in their attempt to
“destroy the very institution
that they were charged with
protecting.” Numerous charges
of mismanagement included the
sale of the building’s parking
lot, in a no-bid process for less
than market value, a costly year-

long unsuccessful pursuit of an
agreement with the University of
Maryland, and a decline in fund-
raising that “didn’t just happen”
but was the direct result of the
board’s general “malaise” and
lack of vision. The controversy
also had potential human con-
sequences, including layoffs for
staff of the Gallery and College
and tuition hikes for students
seeking a degree from the Col-
lege, as opposed to GW.

The Superior Court granted
intervention only to students
and faculty, applying the spe-
cial interest test discussed
below, and held a day hearing
on the cy pres issue with testi-
mony from 11 witnesses. In late
August, he issued a 49-page deci-
sion, describing as “painful” his
ruling in favor of the merger and
meticulously enumerating why
he believed the GW/NGA pro-
posal was consistent with Wil-
liam Corcoran’s original intent.?
He noted that the Flagg Building
would be renovated; the College
would continue under a financial-
ly sound university » Page 10

Planning a Bequest of a Closely-Held
Business Interest to a Private Foundation

BY CATHERINE B. EBERL
AND NATHAN W.G. BERTI

rivate foundations are an
Pappealing planning tool

for the charitably inclined
closely held business owner. A
gift or bequest to a client’s pri-
vate foundation allows the client
or his estate to obtain an upfront
tax deduction, while allowing the
family to continue to control the
asset.

However, when the bequest is
an interest in a closely held busi-
ness, the private foundation excise
tax rules may prohibit the founda-
tion from owning the interest long
term. As such, a plan to bequeath

an interest in a closely held busi-
ness to a private foundation nec-
essarily requires consideration of
whether the foundation will need
to divest itself of the interest after
the client’s death, and if so, how
that divestment will occur.

The federal government
subjects private foundations
to strict administration rules,
frequently referred to as the
private foundation excise taxes.
As opposed to a public charity,
which receives contributions
from a wide base of donors,
private foundations gener-
ally receive contributions from
only one donor, or from several
donors who are members of the
same family. Frequently, the
donor and the donor’s family
frequently control the founda-

tion. Because the donors are
also the foundation managers,
historically there was a percep-
tion of widespread abuses of the
private foundation structure. As
a result, Congress enacted the
excise tax regime, subjecting pri-
vate foundations to strict rules
intended to ensure that the foun-
dation’s assets are used only for
charitable purposes.

The excise taxes are implicat-
ed when a “disqualified person”
enters into a transaction with
the foundation. Under IRC §4946,
a substantial contributor to the
foundation is a disqualified per-
son. So are foundation managers
and owners of more than 20 per-
cent of the total combined vot-
ing power of a corporation that
is a substantial contributor to

the foundation, owners of more
than 20 percent of the profits
interest of a partnership that is
a substantial contributor to the
foundation, or owners of more
than 20 percent of the beneficial
interest of a trust or unincorpo-
rated enterprise that is a substan-
tial contributor to the foundation.
In addition, family members! of a
substantial contributor, a founda-
tion manager, or 20 percent own-
ers are all disqualified persons.
Certain entities are also con-
sidered disqualified persons. A
corporation will be » Page 10

CATHERINE B. EBERL is a partner and
NATHAN W.G. BERTI is an associate at
Hodgson Russ, where they practice in
the estates and trusts practice group.

WIKI (2)

BIGSTOCK

Developments,

Lessons

And Reminders

Of 2014

BY SHARON L. KLEIN

to instructive case law, 2014 saw many significant New York

From landmark legislation, to important regulatory guidance

developments, lessons and reminders.

1. Public Access to Surro-
gate’s Court Documents Limited:
New Surrogate’s Court Rule.

By Administrative Order dated
Feb. 19, 2014, a new Surrogate’s
Court rule was adopted,' which
limits public access to certain
documents. The rule attempts
to strike a balance between
two competing interests: public
access to judicial proceedings
and privacy concerns. By their
nature, filings in Surrogate’s Court
proceedings often contain confi-
dential identifying and financial
information. To protect privacy
and enhance security given the
dangers of information misuse
(including identity theft), the new
rule limits access to certain docu-
ments. Only interested parties
(including potential beneficiaries
and their counsel, public adminis-
trators and court personnel) can
view: Guardianship proceeding
filings pursuant to Surrogate’s
Court Procedure Act Articles 17
and 17A, death certificates, tax
returns, documents containing
social security numbers, inven-
tories of firearms and inventories
of assets. Others can view these
records with written permission
of the Surrogate or Chief Clerk,
which permission cannot be
unreasonably withheld. Media
groups have voiced opposition
to the new rule on the basis that
court documents should be pre-
sumptively open to the public.

On Now. 6, 2014, a new redact-
ing requirement was adopted for
certain confidential personal
information contained in civil
filings in Supreme and County
courts.? Compliance under the
new rules will be voluntary for
filings from Jan. 1 to Feb. 28, 2015,
but mandatory thereafter. Those
rules, which were adopted after
the Surrogate’s Court rule, do
not apply to filings in Surrogate’s
Court. Given the fact that media
groups have voiced opposition
to the Surrogate’s Court rule and
the fact that the redaction rule
in Supreme and County courts
represents a later and different
approach to address the same
types of concerns, the Surrogate’s
Court rule is now being reviewed
in light of those developments.

2. Disposition of Digital
Assets: Approval of Uniform Law
Leads to State-Level Momentum.

As digitization in our modern
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world explodes, the ownership,
transfer and disposition of digi-
tal assets present unprecedented
challenges. Digital assets encom-
pass social media websites such
as Facebook, email accounts such
as Yahoo, personal accounts
like Shutterfly and financial
accounts. Family members can
face many challenges in unlock-
ing a decedent’s digital informa-
tion, including establishing their
rights to access that information,
and retrieving confidential user
IDs and passwords. Terms of
Service (TOS) Agreements with
individual providers (which are
typically entered into by click-
ing “I agree” when opening)

A new Surrogate’s Court
rule was adopted which
limits public access to
certain documents. The
rule attempts to strike

a balance between two
competing interests:
public access to judicial
proceedings and privacy
concerns.

usually govern what happens to
an account on the death of the
owner. Often, they can provide
that the account is not transfer-
able and all rights to the account
cease on death. Federal and state
laws that criminalize unauthor-
ized access to computers and
prohibit the release of electronic
account information can prevent
fiduciary access to the digital
assets.

The Uniform Fiduciary Access
to Digital Assets Act (UFADAA)
was approved by the Uniform
Law Commission (ULC) on July
16, 2014. The goal of the UFADAA
is to remove barriers to a fiducia-
ry’s access to electronic records
by reinforcing the concept that
the fiduciary “steps into the
shoes” of the account holder.
The UFADAA uses the concept of
“media neutrality:” If a fiduciary
would have access to a tangible
asset, the fiduciary will also have
access to a similar type of digi-
tal asset. “Digital asset” is very
broadly defined to mean a record
that is electronic. The UFADAA:

® Goes beyond the estate

situation and covers four
common types of fiduciaries:
personal representatives,
guardians, agents acting
under a power of » Page8
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umbrella; the College and a major-
ity of the collection would remain
in the Flagg Building; and the Gal-
lery, albeit smaller, would be open
to the public. One important but
overlooked point is that under the
original deed, if the trust’s purpose
was no longer viable, the property
reverted to Corcoran’s heirs, a
result that, if enforced, may not
have been to either side’s advan-
tage. The intervenors chose not
to appeal. Unlike an accounting
proceeding, there was no determi-
nation as to whether the trustees
were responsible for the situation,
or liable for damages. A scenario
policy question remains: What if
anything, could have been done to
prevent circumstances from dete-
riorating to the point of requiring
cy pres, and by whom?

Barnes Litigation

Albert Barnes, like Corcoran,
was a successful businessman who
accumulated perhaps the foremost
individual collection of impression-
ist, post-impressionist and early
modern European art. Rejecting
Barnes’ visionary taste, the down-
town Philadelphia aristocracy con-
sidered his collection unimportant,
even vulgar, so Barnes determined
to ensure it would never be shown
in downtown Philadelphia or
especially near the Philadelphia
Museum of Art, which he called “a
house of artistic and intellectual
prostitution.” Barnes intended to
create an educational institution
for students, not a public museum
or tourist attraction. To that end,
he bought land and built a gallery
to house the art in Lower Merion,
a Philadelphia suburb. The deed of
trust was explicit, restricting the
sale or loan of any of the works
and limiting the public’s access.
Decades after his death, however,
trustees sought cy pres to allow the
collection to go on tour, and to per-
mit more public admission.’ In the
equivalent of a corporate takeover,
new trustees who were members
of three powerful foundations and
Philadelphia’s elite pledged to raise
money in exchange for additional

seats on the Barnes Foundation
board. They subsequently sought
to move the entire collection to a
building in downtown Philadel-
phia adjacent to the Philadelphia
Museum of Art."

In 2004, donors, friends, and
alumni created a not-for-prof-
it, Friends of the Barnes, that
attempted to halt the move to
downtown Philadelphia based
on new evidence that $100 mil-
lion of state funds were covertly
allocated toward the Barnes move;
the Montgomery County Orphan’s
Court denied them standing, leav-
ing their claims unaddressed.

Who Is the Public?

Corcoran and Barnes are exam-
ples of a wider problem: How, if
at all, are the public’s rights to be
represented in charitable trust
enforcement cases? Although the
beneficiaries of private trusts are
clearly defined, beneficiaries of a
public charity, whether formed by
a trust instrument or incorporat-
ed, are unidentified, creating legal
uncertainty.!! Recognizing that the
concept of standing may be needed
to prevent unnecessary “vexa-
tious” litigation by uninterested
parties, the question of who is an
“interested” person when a charity
was created for the benefit of the
public is more problematic.!? Who
then has standing to represent the
public? Only someone closely tied
to the charitable purpose? Is it any-
one? Should the term “public” be
read restrictively or expansively? A
thoughtful article in last year’s New
York Law Journal Trusts & Estates
Special Report addressed donor
standing to enforce restrictions on
charitable gifts; we ask whether the
public, as beneficiary, is adequately
represented, and how, if at all, the
public’s interest can be advanced
and protected prior to the need
for cy pres.!

Attorneys General

New York, like many states,
deems the Attorney General (AG)
the representative of the public,
in charge of the management and
enforcement of charitable institu-
tions.! There are, however, inher-
ent problems in an AG’s enforce-

ment of charitable interests. First,
AG offices have many important
and competing obligations and
are often understaffed and under-
funded.”® Equally, an AG may be
responsive to political interests
and pressures, perhaps disinclined
to investigate a prominent board
of trustees, or board members
who were political donors.!S A
documentary on the Barnes case,
“The Art of the Steal,” suggested
that the Pennsylvania AG may have
been persuaded by a governor
who favored the move in order to
create a tourist attraction in the
heart of Philadelphia.'” Like many
other states, Pennsylvania does
not afford private citizens stand-
ing to sue to enforce a charitable
purpose. If AGs are questionable

truly reflect the interests of the
broader public. And, of course,
they are inapplicable in privately
created public trusts.?

Special Interest Doctrine

When applied liberally, the most
useful method of allowing private
individuals to stand in for the pub-
lic is the special interest doctrine.”
Does the party have a specified
“interest” or “stake” in the char-
ity? If a party qualifies, then it can
become the representative for all
charitable beneficiaries. Generally,
courts look to the remedy sought,
the nature of the acts complained
of, the presence of bad faith, the
suitability of the AG as an available
and effective party and the nature

These cases bring to the foreground important,
unsettled issues, not only in affording adequate
representation of the public’s interest in cy pres
cases like Corcoran and Barnes, but also in charitable
enforcement cases like Cooper Union.

representatives to enforce trust
provisions against trustees, who
can or should? This issue warrants
greater attention.!® There are sev-
eral possibilities.

Relator Actions, Derivative Suits

Some states, such as California
and Massachusetts, have passed
statutes allowing relator actions to
aid the AG’s enforcement of chari-
ties. A relator is a party permitted
to proceed in the name of the pub-
lic or the AG when the legal power
to sue rests solely with the AG."
A relator may take an active role
and must pay litigation costs but
cannot sue if the attorney general
declines to proceed.?

For charities created by non-
profit corporations, members of
the organizations have been gener-
ally recognized as having an inter-
est in the entity, with the right to
bring derivative suits to enforce
a charity’s purpose, similar to a
shareholder’s right in a for-profit
corporation.?! Such representatives
of the “public,” however, may not

of the benefitted class and its rela-
tionship to the charity.?! Potential
plaintiffs must either be members
of a small, identifiable class, or per-
sons or entities directly harmed by
a breach of the trust. The nature of
the plaintiff’s interest in the charity
is the key element and was used
in the Corcoran case to determine
that current students, employees
and faculty had a direct economic
stake in the merger and thus spe-
cial interest.” Application of the
special interest doctrine varies
from state to state, with some
applying it liberally while others,
like New York, use a more narrow
construction.

New York’s Narrow Application

The special interest doctrine
was first adopted in the court’s
decision in Alco Gravure v. Knapp
Foundation, which held that a mere
member of the public or possible
beneficiary is “not entitled to sue
for enforcement of the trust.”® The
plaintiffs were only granted stand-
ing because they are entitled to a
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preference in the distribution of
funds and the class of potential
beneficiaries were sharply defined
and limited in number.?” Lower
courts have continued this restric-
tive interpretation.

New York’s Cooper Union is
currently embroiled in a battle
to determine, inter alia, whether
a group of students, alumni and
tenured faculty, The Committee to
Save Cooper Union have standing
to sue its trustees for the 2013 deci-
sion to begin charging tuition and
to enforce the 1859 deed of trust
by Peter Cooper which, they argue,
established the university as “free
to all who shall attend.” The com-
mittee is also seeking an account-
ing from the trustees.”

The trustees’ have challenged
the committee’s standing, arguing
that the New York AG is the only
party with standing to enforce
founding documents and that the
special interest doctrine is inap-
plicable because the committee is
not “a limited, well-defined group
of beneficiaries with a preference
to the charitable assets of Cooper
Union.” The committee responded
that students and faculty constitute
a “limited number” of persons, and,
unlike the general public, they have
a “tangible stake in the matter.”
This matter is currently sub judice.

Conclusion

The lack of public accountabil-
ity by charitable institutions and
the historic resistance to allow
individuals legal standing as pub-
lic beneficiaries has been widely
recognized.?” The Corcoran and
Barnes cases demonstrate situ-
ations where cy pres was essen-
tially a fait accompli. By the time
the petitions reached the court, it
was too late, for financial reasons,
to continue in the same vein. The
only remaining questions were
which proposal best met the
grantor’s intent but, perhaps more
important, not how the situations
became so grave as to warrant cy
pres. Cooper Union presents an
effort, albeit belated, to avoid
such drastic results. These cases
bring to the foreground important,
unsettled issues, not only in afford-
ing adequate representation of the
public’s interest in cy pres cases

like Corcoran and Barnes, but also
in charitable enforcement cases
like Cooper Union. Thoughtful
consideration, including the pos-
sibility of legislative action, may
well be warranted.
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considered a disqualified person if
more than 35 percent of the voting
power is owned, directly or indi-
rectly, by a disqualified person. A
partnership is a disqualified person
if more than 35 percent of the prof-
its interest is owned, directly or
indirectly, by a disqualified person.
A trust or estate is a disqualified
person if more than 35 percent
of the beneficial interest is held,
directly or indirectly, by a disquali-
fied person. In addition, the LR.C.
§267(c) constructive ownership
rules apply for purposes of analyz-
ing the 20 percent and 35 percent
ownership thresholds.

If a client intends to leave an
interest in a closely held business
to his or her private foundation,
the planner should analyze wheth-
er the bequest would cause the
foundation to have “excess busi-
ness holdings” pursuant to §4943
of the Code. A private foundation
and its disqualified persons, col-
lectively, may not own more than
20 percent of the voting stock of
a corporation. This number is
increased to 35 percent if the foun-
dation and all of the disqualified
persons, acting together, do not
effectively have control over the
corporation. So long as disquali-
fied persons do not own more than
20 percent of the voting stock (or
35 percent, if disqualified persons
do not effectively have control
over the corporation), a private
foundation may own an unlimited
amount of a company’s nonvoting
stock. Similar rules apply to inter-
ests in partnerships and limited
liability companies.

Several exceptions apply to the
excess building holdings rules.
First, an interest in a business that
is “functionally related” to the mis-
sion of the foundation will not be
considered excess business hold-
ings. In addition, a foundation will
not run afoul of the excess business
holdings rules if 95 percent or more
of the gross income of the business
is passive.

Passive income includes divi-
dends, interest, and royalties,
and in many cases, rent. Finally,
the Code provides a de minimis
exception for ownership, grant-
ing a reprieve from the excise tax
for a private foundation that does
not own more than 2 percent of
the voting stock and not more than
2 percent in value of all outstanding
shares of all classes of stock in the
business.

If the private foundation exceeds
the percentage holdings noted
above, the private foundation has

“excess business holdings” and
must divest itself of the excess
holdings or face an excise tax
equal to 10 percent of the value
of the excess business holdings. If
the tax is assessed and the excess
business holdings are not disposed
of, the tax increases to 200 percent.

For illustrative purposes,
assume that a client owns 100
percent of a family business.
At death, he intends to give 100
percent of the voting stock to his
child who works in the business;
60 percent of the non-voting stock
to his children, equally; and 40 per-
cent of the non-voting stock to the
private foundation that he created
and funded during his lifetime.
His motivations are both chari-
table and tax driven, as he hopes
that the charitable deduction will
negate the need to raise liquidity
to pay estate taxes, allowing the
business to remain in the family
for the next generation.

This bequest will cause the
foundation to have excess business
holdings. The client is a substantial
contributor to the foundation, and
as such, he and his children are all
disqualified persons. The founda-
tion and all disqualified persons
may not own more than 20 percent
of the outstanding voting stock in
the corporation. Because the one
child intends to retain 100 percent
of the voting stock, and the founda-
tion’s holdings exceed 2 percent
of the value of the business, the
foundation will have to divest itself
of the bequest of 40 percent of the
non-voting stock.

Having determined that the
foundation will have excess busi-
ness holdings, the client and plan-
ner should consider the plan for
divestment. If the foundation has
excess business holdings and no
way out, a charitable deduction
may have saved the company from
afire sale to pay the estate tax only
to result in a company that may be
seriously stressed by, and may not
survive, an excess business hold-
ings crisis.

A sale or redemption in the
estate would be the simplest way to
cure the excess business holdings
problem. Assuming the executor
can overcome the legal impedi-
ments to a sale or redemption,
as discussed further below, there
may still be major practical impedi-
ment if the client did not plan in
advance for the divestment: A sale
or redemption is only possible to
the extent that there is readily
available cash or other assets. If
aredemption is desired, the com-
pany may have to deplete its cash
on hand or exhaust its line of credit
in order to complete the redemp-
tion, which could cripple the abil-

ity of the company to continue to
operate on an ongoing basis. Or, if
the preferred route is for the dece-
dent’s family to purchase the stock,
consideration should be given as
to how those individuals will fund
the purchase price.

If a sale to the client’s children
is contemplated, the excess busi-
ness holdings must be sold by the
estate, as opposed to by the foun-
dation. As a result, the time frame
for the sale is limited to the years
immediately following the client’s
death. The sale must occur in the
estate because a child of a substan-
tial contributor is a disqualified
person, and the self-dealing rules
found in L.R.C. §4941 flatly prohibit
the sale of foundation assets to dis-
qualified persons, even if the sale
is for fair market value.

Similarly, if the plan is for the
company to redeem the excess
business holdings, the redemption
must occur in the estate and not in
the foundation. In this example, the
company itself is also a disquali-
fied person, generally making the
redemption a prohibited .R.C.
§4941 self-dealing transaction,
too. There is one exception to the

such stock at the time of the trans-
action, and the transaction must be
approved by the probate court hav-
ing jurisdiction over the estate, the
trust, or the private foundation.?
The transaction must occur before
the estate or trust is considered
terminated for federal income tax
purposes. And finally, the transac-
tion must result in the foundation
receiving either an interest at least
as liquid as the one it gave up or
an asset related to the active carry-
ing out of the foundation’s exempt
purpose.

If the executor does not take
advantage of this procedure in the
estate and instead transfers the
excess business holdings to the
foundation, the foundation will be
stuck with limited options to rid
itself of the excess, such as by
distributing the shares to a public
charity or by selling the shares to
an unrelated third party. In addi-
tion, the foundation will only have
five years to dispose of the excess
before it becomes subject to the
excise tax, a grace period that
is allowed to foundations that
acquire excess business holdings
as a result of a gift or bequest.

A plan to bequeath an interest in a closely held
business to a private foundation necessarily requires
consideration of whether the foundation will need
to divest itself of the interest after the client’s death,
and if so, how that divestment will occur.

redemption prohibition: A redemp-
tion is not considered self-dealing
if all of the securities of the same
class as that held by the foundation
are redeemed on the same terms,
and the terms provide for receipt
by the foundation of no less than
fair market value. In many cases,
such a widespread redemption will
be neither feasible nor desirable.

The executor’s sale to a dis-
qualified person, or redemption
by a disqualified person, is consid-
ered an indirect act of self dealing,
and therefore is only permissible
if the executor meets the require-
ments laid out in Treasury Regula-
tion §53.4941(d)-(b)(3). First, the
executor must possess a power
of sale with respect to the stock,
have the power to reallocate the
stock to another beneficiary, or be
required to sell the property under
the terms of any option subject to
which the property was acquired
by the estate or trust. In addition,
the foundation must receive an
amount equal to or greater than
the fair market value of the foun-
dation’s interest or expectancy in

The clock starts to tick not on
the decedent’s death but when
the estate or trust administration
has completed and the business
holdings are actually transferred
to the foundation. This period can
be extended for an additional five
years in the case of an unusually
large gift or bequest of diverse
business holdings with complex
corporate structures if: (1) the
private foundation establishes
that diligent efforts were made
to dispose of the excess holdings,
but the holdings could not be dis-
posed of due to size, complexity,
or diversity; (2) the private foun-
dation submits a plan for disposal
of the assets within the second
five-year period; and (3) the IRS
approves the plan.

The excise tax rules are not the
only tax consideration to the foun-
dation continuing to own an inter-
est in a closely held business. Even
if it is determined that the foun-
dation’s holdings are not excess
business holdings, the founda-
tion may be subject to the LR.C.
§511 unrelated business income

tax (UBIT) on the income earned
from the business. The concept
of UBIT is simple—an otherwise
tax-exempt entity should have to
pay tax on income from a trade or
business that is unrelated to the
entity’s exempt purpose, just like
any other taxpayer. The exempt
entity must pay income tax on
unrelated business income at
standard corporate or trust tax
rates, as applicable.

Unless a specific exception
applies, income is treated as
unrelated business income if the
following three factors are met:
(1) the income is from a trade or
business; (2) the trade or business
is regularly carried on; and (3) the
trade or business is not substan-
tially related to the organization’s
exempt purpose. The term “trade
or business” generally includes
any activity carried on for the
production of income from the
sale of goods or performance of
services. Although it might other-
wise fall within the definition of a
trade or business, a foundation’s
passive income is generally not
subject to UBIT.

Special attention should be paid
to interests in an S corporation that
a client plans to bequeath to his
or her private foundation. When
a foundation owns S corporation
stock, the stock is automatically
treated as an interest in an unre-
lated trade or business, and all
flow-through items of income, loss,
or deduction, and any gain or loss
on the sale of the stock, are subject
to UBIT. This is true regardless of
the character of the flow-through
income as passive income at the S
corporation level. By holding the
S corporation interest, the founda-
tion is essentially wasting its tax-
exempt status, subjecting itself to
income tax it would otherwise not
have to pay if it sold the S corpora-
tion stock and reinvested in other
assets. Identifying this issue in the
planning stage may cause a client
to reconsider the bequest to the
foundation, or perhaps to put in
place a plan to change the business
tax and corporate structure after
the client’s death.

A client’s decision to bequeath
an interest in his closely held busi-
ness to his private foundation is
only the first step. If the client
intends for the business to con-
tinue on to the next generation,
careful analysis and planning is
required to determine whether the
foundation can own the interest,
how the foundation will divest
itself of the interest, and how the
foundation will be taxed if it con-
tinues to own the interest. Many
of these nuances may come as a
surprise to the client who thought
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that he was proposing a straight-
forward bequest. If the issues
are not addressed and planned
for when the estate plan is put in
place, it will fall upon the executor
to come up with a solution, and, by
necessity, the solution may devi-
ate dramatically from the client’s
intentions.

1. Family members is defined broadly
to include spouses, ancestors, children,
grandchildren, great-grandchildren, and
the spouses of children, grandchildren, and
great-grandchildren.

2. In New York, this court proceeding is
typically in the form of a Petition for Advice
and Direction under §2307 of the Surro-
gate’s Court Procedure Act. The New York
State Attorney General’s office is an inter-
ested party to the proceeding and must
approve the terms of the proposed sale or
redemption.

Contest Proof
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to remove his father and void these
documents. The issue boiled down
to Astor’s mental capacity. Need-
less to say, the fighting between
the father and son carried forward
once Astor passed away, tying up
the distribution of her estate.
Ultimately, the New York County
Supreme Court found Anthony D.
Marshall guilty of fraud and con-
spiracy charges against Astor’s
estate, as well as first-degree grand
larceny. He was sentenced to one
to three years in prison in 2009,
which was affirmed on appeal.
According to a New York Time’s
Article dated Dec. 1, 2014, Anthony
D. Marshall served two months
in Fishkill Correctional Facility
in 2013, before he was approved
and released for medical parole.
He recently passed away on Nov.
30, 2014, at the age of 90.

Astor’s case is one of many that
encompasses elder abuse, duress,
fraud, and stealing of assets. This
is why it is extremely important for
the practitioner to safeguard his
client’s final wishes by following
the tips herein. Again, following
these procedures does not guaran-
tee that there will not be a contest;
however, contests are unlikely to
survive if the attorney draftsman
has extensive notes document-
ing the client’s mental condition,
demeanor and most importantly
directions upon his or her demise,
with the reasoning therein.

1. In re Phillip Marshall, 14 Misc.3d
1201(A), 831 N.Y.S.2d 360 (Table), 2006
WL 3615041 (N.Y.Sup.), 2006 N.Y. Slip Op.
52365(U).




