FEATURE:
PHILANTHROPY

By Daniel Dykes & Michael S. Schwartz

The Chan Zuckerberg Initiative

What's a charitable LLC, and how does it compare to traditional

philanthropic vehicles?

n Dec. 1, 2015, the founder of Facebook
Oposted one of the most momentous status

updates in the website’s 11-year history. “A
letter to our daughter,” posted by Mark Zuckerberg
and written from the perspective of both Zuckerberg
and his wife Dr. Priscilla Chan, announced the cre-
ation of the Chan Zuckerberg Initiative (the Initiative),
a new philanthropic organization.

“Like all parents,” the post read, “we want you to
grow up in a world better than ours today ... We will
do our part to make this happen” The post went on to
broadly discuss the focus and methods of the Initiative,
leaving its bombshell announcement for one of the last
few paragraphs: “We will give 99% of our Facebook
shares—currently about $45 billion—during our lives to
advance this mission.” This philanthropic pledge—larger
than the entire Harvard University endowment,' larger
even than the Bill & Melinda Gates Foundation’—sent
a shockwave through the charity and non-profit world,
and articles poured in from all sides to both praise and
criticize Zuckerberg and Chan. The billionaire couple
were simultaneously lauded as paragons of generosity
and attacked as dishonest and cynical manipulators of
public opinion.

The reason for the controversy is that, instead of a
traditional charitable vehicle, Chan and Zuckerberg
have chosen to organize the Initiative as a privately
held limited liability company (LLC) and aren’t seeking
tax-exempt status. Their critics argue that by using a
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non-tax-exempt LLC (sometimes referred to in this
article as a “charitable LLC”), Zuckerberg and Chan
are using philanthropy as a cloak to hide a tax-savings
scheme or are lying outright about their philanthropic
plans in pursuit of positive media coverage.

Whatever their motivation, their choice is a dramatic
illustration of the changes that philanthropy is current-
ly undergoing, and it exemplifies new trends that are
especially prevalent among high-net-worth founders
and donors. These trends potentially signal a strong
new current in charitable practices, if not a fundamental
alteration of the status quo.

Let’s examine the ways in which this new philosophy,
and the use of a charitable LLC structure to further
it, differs from the ideas and techniques of traditional
philanthropy. We'll also explore the question of what
kind of client would benefit from, or be interested in,
the use of the charitable LLC structure exemplified by
the Initiative.

A New Approach
Philanthropists have varying motivations. Traditionally,
these have run the gamut from pure altruism to mun-
dane economics. Many charity founders seek good pub-
lic relations for themselves or their businesses (the halo
effect), the fulfillment of working on a long-term proj-
ect, the creation of a lasting legacy, the opportunity for
meaningful work for their children or other relatives or
simple tax savings. Peer pressure is also an issue among
the wealthy, with a charitable initiative sometimes serv-
ing as a yardstick to measure oneself against peers.
While these motivations still exist, donors and found-
ers seek to approach them in creative new ways. In
particular, there’s been an increased drive to apply the
techniques of tech startups and other modern businesses
to the philanthropic sphere. This drive manifests in a
variety of ways.
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One is a desire to use a more holistic, multi-pronged
approach to problem solving, focusing more on results
than optics. Under this philosophy, donors and founders
experimentally attempt a wide variety of approaches to
solving a problem and constantly re-examine and refine
processes. This desire for flexibility means that methods,
goals and even mission statements can change as the
founder’s interests, perceptions or data evolve.

This approach also manifests in a willingness to try
political donations and other techniques that would
compromise the philanthropic imprimatur of a tradi-
tional nonprofit, such as engaging with government
actors, whether through public-private partnerships or
private funding of governance improvement projects, or

Because the LLC isn't legally
charitable, there’s no requirement
to report its charitable activities to

the IRS.

engaging in political activities, such as lobbying.

Another is through a wholehearted embrace of
“social entrepreneurship,” the creation of for-profit com-
panies that measure their own success using metrics tied
to the beneficial impact of a company’s activities rather
than just the bottom line. In the social entrepreneurship
context, the distinction between “for-profit” and “non-
profit” can be irrelevant or even harmful.

Finally, modern philanthropists used to overseeing
every facet of their businesses may also desire greater
control over philanthropic activities than traditional
vehicles can offer.

These concerns seem to motivate Zuckerberg and
Chan. Their post states that the Initiative’s pursuit of its
mission of “advancing human potential” and “promot-
ing equality” will require a “new approach” including
“making private investments” and “participat[ing] in
policy and advocacy to shape debates.”

Charitable LLC

To meet these objectives, Zuckerberg and Chan founded
a charitable LLC for their philanthropic work, instead of
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an established charitable giving vehicle. They aren't the
first to do so; aside from the Initiative, the most prom-
inent charitable LLC is the Emerson Collective, run by
Steve Jobs widow, Laurene Powell Jobs. A charitable
LLC such as the Initiative or the Emerson Collective is
legally no different from a for-profit LLC. As such, it’s
governed only by applicable corporate law;> whereas a
charity would further be subject to state non-profit stat-
utes (if applicable) and additional oversight by attorneys
general and the Internal Revenue Service.

The mechanics for the formation and operation
of the charitable LLC are fairly straightforward. The
founder creates an LLC and makes a non-binding public
declaration (such as Zuckerberg’s Facebook post) to
use it for philanthropic purposes. Such a declaration is
similar to traditional charitable pledges, which are also
generally not binding. The founder can then fund (and
make distributions from) the LLC at any time with near
total anonymity.

This anonymity is wide ranging. Because the LLC
isn't legally charitable, there’s no requirement to report
its charitable activities to the IRS. Money can be with-
drawn from the LLC at any time for any purpose with
no tax consequences (for the purposes of this article,
we'll assume that the Initiative is a single-member dis-
regarded LLC, which may not actually be the case; a
dual-member LLC owned by spouses in a community
property state can likewise be treated as a disregarded
entity).!

There are no restrictions on donations, investments
(even in for-profit companies) or income and much
looser restrictions on political activities than those gov-
erning charities.” The donor has near total flexibility to
change the LLC’s mission or projects at any time and
has wide latitude to engage in self-dealing and make
charitable use of the resources of any business he may
own?® (this is what Google.org, a for-profit philanthropic
division of Google Inc., does). And, because the promise
to contribute to the LLC is unenforceable, the founder
needn’t even follow through on the plan of funding the
LLC at all and can unfund it at any time. The LLC’s tax-
able status also means that its losses can be written off
against the donor’s other income.”

This very wide latitude is the source of the criticisms
that have surrounded Zuckerberg’s announcement of the
Initiative. Many commentators have raised suspicions
that the voluntary and anonymous nature of the LLC’s
charitable activities means that Chan and Zuckerberg
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will never actually undertake the philanthropy they
announced. For example, a recent search of Securities
and Exchange Commission filings hasn't revealed any
evidence that either Chan or Zuckerberg has yet trans-
ferred stock into the Initiative. The lack of SEC filings
doesn’t mean that they haven't yet transferred any stock;
it may mean that their transfers thus far haven't necessi-
tated any public filings showing the funding of the LLC.

We don't know the extent to which the Initiative has
been funded, if at all, or whether it's made any donations,
and we aren't likely to get more than a few glimpses of
the truth from future SEC filings or other public disclo-
sures, unless the Initiative voluntarily commits itself to
transparency. It may take many years and much inves-
tigative journalism to gain even a rough understanding
of what donations and investments the Initiative has
actually made, and the full picture may never be known.
Additionally, the Initiative’s plan to invest in for-profit
companies, and even more its intention to engage in
politics, are likely to somewhat sully its image as a phil-
anthropic organization, at least in some eyes.

Another criticism—that Chan and Zuckerbergs LLC
plan is really just a tax-planning scheme—seems to have
less merit. Presumably, the assets of the LLC would
be included in Zuckerberg or Chan’s estate for estate

Chaos

“5979 West End Boulevard, New Orleans, September,
2005,” by Robert Polidori, sold for $10,000 at Phillips’
Photographs auction in New York City on April 4,
2016. Polidlori, known for his urban photography,

is a frequent contributor to magazines and other
publications. His images of the aftermath of
Hurricane Katrina stirred up some controversy,
particularly a photograph of a dead victim.
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tax purposes, and there’s no income tax deduction for
donating to the LLC. Donations the LLC makes to char-
ities would be tax deductible to Zuckerberg or Chan, but
only in the same way that a donation from either of them
as individuals would be deductible.

Charitable LLC vs. Other Vehicles

To better understand the mechanics of the chari-
table LLC and which clients may benefit from the
use of such a structure, it would be beneficial to
compare it to the more traditional charitable giving
options. To this end, “Comparing the Options,’
pp. 34-35, lists some of the varying approaches,
together with a comparison of a few of the salient fea-

Some of the traits of the charitable
LLC form may be attractive to less
jet-setting clients, especially the

flexibility and anonymity.

tures of each. Note that the chart doesn’t include pub-
lic charities, which are by design more broad-based
in support and offer less control to their founders.

“Comparing the Options” makes clear that the cli-
ent ideally suited to the advantages of a charitable LLC
structure would be someone like Chan or Zuckerberg: A
client who values control and flexibility, is interested in
pursuing social entrepreneurship and/or political advo-
cacy, is less motivated by traditional tax incentives (per-
haps because the client will be donating a huge portion
of his wealth anyway), remains fabulously wealthy even
after the donation and has great control over his income
level (due to wealth being mostly in equities, for exam-
ple) or will have a huge income to apply an LLC’s losses
against. Or, more cynically, a client who wants the good
publicity of a charity announcement, but doesn’t want to
actually commit his wealth to philanthropy.

Some of the traits of the charitable LLC form may
be attractive to less jet-setting clients, especially the
flexibility and anonymity. But absent such concerns, a
more traditional vehicle is likely to offer greater overall
advantages to most clients.
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Comparing the Options
Charitable LLC versus other vehicles

Complexity/ Continued Reserved Benefit  Halo Minimum Limitation on Tax Other Tax/
Cost to Control For Non-Charitable Effect? Distribution Deduction for Gifts Reporting
Establish Beneficiaries Requirements Made to the Entity Considerations
Charitable ~ : Moderate Donor retains : Thedonor : Maybe : None No tax deduction No tax deduction on
Limited : completecontrol ¢ can : on fundingof ¢ funding of LLC, but
Liability : unwind the LLG, but there ¢ deductions are available
Company H i structure are limitations ¢ forsubsequent gifts
(LLO) : : : atany time on subsequent gifts from LLC to charity
g g g from LLC to charity ¢
(see below) i Losses can be written off
against donor’s other
income’
Outright Gift : Fastand None None Yes N/A ¢ 50 percent of adjusted :  Generally eligible for an
i simple i grossincome (AGDf i immediate deduction
: made toapublic  :
charity?
Split-Interest :  Fairly Potentially yes, Yes Partial Amount of Determined by the ~ :  CRT: Upfront income tax
Trusts i complex to some extent* i payment will ultimate charitable ~ : deduction for contribution
(Charitable : directly impact destination of the ¢
Remainder But take amount of funds ¢ Saleof appreciated
Trusts care to ensure charitable ¢ assets within CRT doesn’t
(CRTSs) and that powers given deduction ¢ incur capital gains,
Charitable to the grantor ¢ because CRTs aren't
Lead Trusts don’t inadvertently For CRTs, at least ¢ generally subject to tax’
(CLTs))? cause the trust to i 5percent per year :
i fobea“gantor  : i payout is required ¢ (IT: Either upfront
¢ frust” forincome tax ¢ (with the possibility : ¢ charitable deduction, with
i purposesunder i of deferral if setup i future income taxable to
¢ Internal Revenue Code : ¢ asanetincome ¢ grantor, or no upfront
¢ Sections 671-677 ¢ Charitable remainder : ¢ charitable deduction, but
or cause the assets i unitrustora i charitable deduction on
to be includible in ¢ netincome makeup : future income®
: the grantor’s estate : charitable remainder :
i for estate tax purposes : unitrust?) :
In addition, care
must be taken to
curtail a grantor’s
powers in
connection with
determining the
value of hard-to-
value assets for
unitrusts®
Donor-Advised: Relatively Yes (although only No i Maybe : None Generally ¢ Donor-advised funds are
Funds simple ina non-hinding ¢ limited 50 percent ;- exempt from income tax®
COAFs advisory capacity) : : of Al :
i Higible for upfront
: ¢ (charitable deduction”
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Comparing the Options

(continued)
Complexity/ Continued  Reserved Benefit  Halo
Cost to Control For Non-Charitable  Effect?
Establish Beneficiaries
Private E(omplex Subject to Internal No Yes
Foundation Revenue Service :
(Grant ¢ restrictions (be
Making)” ¢ especially wary of
: self-dealing rules®)
Private ﬁ(omplex Subject to IRS No Yes
Foundation restrictions (he ¢ i
(Operating)® especially wary
of self-dealing
rules?)
IRS regulations
¢ maydiscourage  :
: broad conception of
 private foundation’s
mission?
Endnotes

1. See eg, 26 CER. Section 1172-3(a)(2).

2. 26 US.C. Section 170(b).

3. For charitable remainder trusts, see 26 U.S.C. Section 664. Charitable lead trusts are indi-
rectly addressed in the Internal Revenue Code; see 26 US.C. Sections 170, 2055, 2522 and
the regulations thereunder.

4. See eg, Private Letter Ruling 7730015 (April 26,1977).

5. SeeHR.Rep. No. 91-413, pt. 1, at 60 (1969), reprinted in 1969 U.S.CCAN. 1645, 1706.

6. 26 US.C. Section 664(d)(2)-(3).

7. 26 US.C. Section 664(c)(1).

8. SeeRevenue Procedure 2008-45.

9. 26 US.C. Section 170(h) (donor-advised funds are generally treated as public charities; see
Internal Revenue Manual Section 7.20.81.3).

10. 26 US.C. Sections 170(c), 4966(d).

1. Ibid.

12. 26 US.C. Section 4942 (grant making foundations aren’t named as such, but consist of any
foundations that aren’t operating foundations).

13. See 26 U.S.C. Section 4941.

14. 26 US.C. Section 4942.

15. 26 US.C. Section 170(h).

16. 26 US.C. Section 501(0)(3).

Minimum  Limitation on Other Tax/
Distribution  Tax Deduction Reporting
Requirements  For Gifts Made Considerations
To the Entity

5 percent 30 percent Foundation pays no

per year, of AGIP regular income tax®
regardless

of income* Gifts of appreciated property (other

: than qualified appreciated stock)
valued at donor’s tax basis, not
fair market value (FMV)”
: Strict limitations on investments in for-profit
companies and political activities®
Additional ongoing reporting
requirements®

Required : 50 percent Foundation pays no regular income tax®
topayout i of AGH
substantially :

all of its (Gifts of appreciated property valued at

income”® FMV, not donor’s tax basis®

Strict limitations on investments in for-profit
: companies and political activities”

Additional ongoing reporting requirements?®

17. See 26 U.S.C. Section 170(e)(1)(B)i), 26 CFR. Section 1170A-1(0)(1).

18. For restrictions and taxes on investments by charities, see, for example, 26 US.C. Sec-
tions 4940, 4943, 4944, For restrictions on the political activities of charitable organiza-
tions, see 26 CFR.1.501(c)(3)-1 and Rev. Rul. 2007-41.

19, 26 US.C. Section 6033.

20. 26 US.C. Section 4942()(3).

21. See 26 U.S.C. Section 4941.

22. For example, 26 US.C. Section 4942()(3)(B)(i), the private operating foundation “assets
test,” requires a private operating foundation to devote “substantially more than half”
of its assets (meaning 65 percent or more, according to 26 CFR. 53.4942(b)-2(2)(5)) to its
charitable activities or functionally related businesses. In practice, this may cause those
who create or run private operating foundations to define their own activities rather more
narrowly than they otherwise would, for fear of running afoul of these rules.

23. 26 US.C. Section 4942()3)(A).

24. 26 US.C. Section 170(h).

25. 26 US.C. Section 501(0)(3).

26. 26 US.C. Section T70(e)(M(B)(ii).

21. See supranote 18.

28. 26 US.C. Section 6033.
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It remains to be seen how much the for-profit status
of charitable LLCs, or their involvement in investing
and politicking, will undermine the halo effect expe-
rienced by most traditional charity founders. One
way to potentially avoid this adverse effect would be
to found both a traditional private foundation and a
charitable LLC, using the former for charitable dona-
tions and the latter for social entrepreneurship invest-
ments and political activities. The flagship example
of this approach is the Omidyar Network, created
by eBay founder Pierre Omidyar. In theory, it offers
all the benefits of both vehicles and helps lessen the
criticisms directed at the LLC’s activities. It remains to
be seen whether widespread adoption of this method
would damage the public’s opinion of private foun-
dations or philanthropy generally, but so far it seems
as though Omidyar has escaped the level of criticism
Chan and Zuckerberg have faced (though that may
be due to his lower profile rather than his choice of
charitable vehicle). Overall, this method trades some
flexibility for a gain in credibility, as well as widening
a founder’s available tax-saving options.

Closing Thoughts

Philanthropy is changing, at least among a certain class
of donors and founders. The lines between business and
charity, and between for-profit and non-profit, are blur-
ring, and currently available legal technology hasn't kept
up. If these trends continue, charitable LLCs are likely to
increase in popularity. Although traditional vehicles are
likely to remain the preferred choice for most philan-
thropists, certain clients will desire the flexibility and
anonymity of a charitable LLC. Eventually, growth in
this area may lead to the creation of a new intermedi-
ate or hybrid vehicle, able to bridge the currently stark
divide between “business” and “charity”

—The authors would like to thank Joshua S. Geller,
Thomas Reilly and Robert W. Sheehan, each of Curtis,
Mallet-Prevost, Colt & Mosle LLP in New York City, for
their very helpful input and contributions to this article.

Endnotes

1. The Harvard University Endowment was valued at $376 billion as of
June 30, 2015. “Investment Management: Performance History,” Harvard
Management Company, www.hmc.harvard.edu/investment-management/
performance-history.html.

2. The Bill & Melinda Gates Foundation was valued at $39.6 billion as of
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Dec. 31, 2015. “Who We Are: Foundation Fact Sheet,” Bill & Melinda Gates
Foundation, www.gatesfoundation.org/Who-We-Are/General-Information/
Foundation-Factsheet.

3. See, for example, the Delaware Code, whose Limited Liability Company Act is
listed under the “Commerce and Trade” Title. Del. Code Ann. Tit. 6, Section 18
(2015).

4. Revenue Procedure 2002-69.

5. For restrictions and taxes on investments by charities, see, for example,
26 US.C. Sections 4940, 4943, 4944. For restrictions on the political activ-
ities of charitable organizations, see 26 CER. 1501()(%)-1 and Revenue
Ruling 2007-41. Note that a limited liability company would still need to com-
ply with applicable requlatory requirements to lobby politicians.

6. Compare with the self-dealing rules found in Internal Revenue Code Sec-
tion 4941, See 26 U.S.C. Section 4941,

1. See, for example, 26 CER. Section 1172-3(a)(2).

Focused

“Untitled (Lucille Ball), 1975,” by Cindy Sherman,
sold for $11,250 at Phillips’ Photographs auction in
New York City on April 4, 2016. Sherman specializes
in portrait photography, usually featuring herself
as the subject. In 201, she appeared as the face of
MeAs( cosmetics in a series of self-portraits. She has
also shot various fashion advertisements, including
ampaigns for Marc Jacobs and Balenciaga.
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