
Almost all charitable organizations 
have one thing in common. They rely 

on donor support to carry out their tax-exempt 
purposes. However, attracting donors and 
receiving sufficient funds to continue operations 
year-to-year is often challenging and time-
consuming, requiring valuable resources that an 
organization might or might not have. Following 
is a guide for charitable 
organizations that want to 
elevate their pitch to potential 
donors by highlighting the tax 
planning benefits available to 
your charitable organization 
and the donor.

Income Tax vs. Estate Tax
It is important to understand 
which type of tax most 
concerns the donor. In most 
instances, it will be the immediate benefits: “Will I 
get an income tax deduction from this donation, 
and how much will it save me in income taxes?” But 
focusing solely on the immediate benefits ignores 
the value of a proper charitable giving provision 
within an estate plan. 

The donors most sought after, those with 
significant assets, likely have an estate that is or will 
be subject to estate tax. With the current estate tax 
rate at 40 percent and the estate tax exclusion (the 
amount that can pass to a decedent’s heirs free 
of estate tax) set to be cut in half in 2026, these 
high net worth individuals are likely to consider 
charitable planning as a means of mitigating or 

eliminating future estate taxes.

Understanding the Assets
Not all assets are equal when it 
comes to charitable giving. For 
example, donating a minority 
interest in a closely held 
corporation may not provide 
the same charitable deduction 
benefits as a gift of publicly 
traded securities. In addition, 
the gift of the closely held 

corporation generally results in greater complexity 
for the charitable organization, often leading to 
compliance issues that a nonprofit might not have 
the resources to address properly. 

Donors often are willing to use retirement funds for 
charitable giving. Retirement fund distributions are 
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tax consequences of donating 

different kinds of assets to both 
the donor and the charitable 

organization will go a long way to 
protecting the organization and 

impressing the donor.
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taxable at ordinary income tax rates, whether 
received by the original owner of the fund or a 
beneficiary. Retirement plans are also subject 
to estate tax if the owner has a taxable estate. 
The ultimate tax rate on inherited retirement 
funds can exceed 40 percent. As such, the 
donor can generate significant tax savings by 
leaving retirement funds to a charity, generally 
higher than tax savings achieved by donating 
other estate assets. 

During life, a donor meeting the age 
requirements can also make a qualified 
charitable distribution from their retirement 
plan directly to a charity and exclude the 
distribution from income. Because those 
distributions will count as part of their 
required minimum distribution, donors can 
get a greater overall tax benefit by using this 
strategy for their charitable giving.

Nonprofits that understand and can discuss 
the tax consequences of donating different 
kinds of assets to both the donor and the 
charitable organization will go a long way to 
protecting the organization and impressing 
the donor. Organizations should have a written 
policy that addresses the types of donations 
they can and will receive. This will help  
guide discussions with potential donors  
and provide guidelines for minimizing risk to 
the organization. 

Charitable Trust Strategies
Many high-net-worth individuals explore 
using trusts to accomplish some of their 
charitable giving. These types of trusts can 
provide both income tax and estate tax 
savings to the donor and can also provide 
a significant benefit to the charitable 
organization beneficiary if structured and 
funded correctly. Two types of charitable 
trusts are generally used; a Charitable 
Remainder Trust (CRT) or a Charitable Lead 
Trust (CLT). A CRT has a non-charitable 
beneficiary during the term of the trust, 
with the remainder payable to a charitable 
beneficiary. A CLT is the reverse, with a 
charitable beneficiary during the term of the 
trust and the remainder payable to a non-
charitable beneficiary.

•     Charitable Remainder Trust: Donors 
preferring to receive income tax benefits 
generally use a CRT. The donor will typically 
fund a CRT with low-basis assets that 
the CRT will then generally sell. The gain 
recognized on the sale will then pass to the 
non-charitable beneficiary over the term of 
the CRT, which allows the non-charitable 
beneficiary to spread the tax effects of the 
gain over multiple years instead of in one 
year. Often a charitable organization will 
help manage a CRT, on the one hand, to 

relieve some of the administrative 
burdens, but also to maintain greater 
control over the trust investments to 
ensure a greater remainder value for  
the organization. 

•     Charitable Lead Trust: Donors generally 
use a CLT for estate planning purposes 
either to limit future appreciation and 
“freeze” the value of the assets included in 
the gross estate or to provide a charitable 
benefit without giving away an income-
producing asset. Donors can claim an 
income tax deduction for a portion of the 
transfer to the CLT, but if they do they will 
essentially recapture that deduction in 
future years when they will be responsible 
for paying income tax on the earnings of 
the CLT. If they do not claim an income 
tax deduction, then the CLT itself claims a 
charitable deduction when payments are 
made to the charitable beneficiary. 

A donor meeting the age 
requirements can also make a 
qualified charitable distribution 
from their retirement plan directly 
to a charity and exclude the 
distribution from income.

Charitable Remainder Trust (CRT)

Non-charitable beneficiary during the 
term of the trust, with the remainder 
payable to a charitable beneficiary

Donors preferring to receive income tax 
benefits generally use a CRT

Charitable Lead Trust (CLT)

Charitable beneficiary during the term of 
the trust and the remainder payable to a 
non-charitable beneficiary

Donors generally use a CLT for estate 
planning purposes or to provide a 
charitable benefit without giving away 
an income-producing asset

Donor

Trusts can benefit high-net-work 
individuals with their charitable giving

Annuity

Calculated when the trust is funded, the 
income beneficiary will receive the same 
amount each year for the term of the trust

Unitrust

Payment is a percentage calculated 
annually using the fair market value of 
the trust assets as of a defined date

Types of Charitable Trusts
Charitable trusts can provide both income tax and estate 
tax savings to the donor and can also provide a significant 
benefit to the charitable organization beneficiary.
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•     Payment Terms 
Both a CRT and a CLT can be structured 
either as an annuity or a unitrust. An annuity 
is calculated when the trust is funded, and 
the income beneficiary—the non-charitable 
beneficiary of a CRT or the charitable 
beneficiary of a CLT—will receive the same 
amount each year for the term of the trust. The 
annuity is generally calculated to allow for a 
residuary payment to the remainder beneficiary 
when the trust terminates, but if the trust assets 
lose value over time, the annuity payments may 
fully deplete the trust assets.

A unitrust payment helps to hedge against a 
potential loss in the value of the assets in the 
trust. The unitrust payment is a percentage, 
typically between five and ten percent, 
calculated annually using the fair market 
value of the trust assets as of a defined date. 
This means that the annual payment owed to 
the income beneficiary will either increase or 
decrease as the assets of the trust increase or 
decrease. In other words, it puts all beneficiaries 
on the same side, benefitting if the assets are 
properly invested to allow for future growth.

Other Considerations
Many, if not most of the families we work 
with who are charitably inclined, want a 
charitable legacy that will carry on through 
the generations. They are often provided 
with the option of creating their own private 
foundation or contributing to a donor-
advised fund, allowing all family members 
to plan for charitable giving together. 
While these recommendations will provide 
them with a method for maintaining their 
charitable giving into the future, they are 
not the only options that can and should be 
provided to donors. One often overlooked 
option is to find a charitable organization 
whose exempt purpose resonates with 
the family and help fund an endowment 
that can provide a lasting income stream 
to the organization. If fundraising for an 
endowment is done properly, and the 
organization can speak to the family’s desire 
to have a charitable legacy that will continue 
for years, then both the donor and the 
organization benefit.  

Amy Dalen, JD
Principal | Chair, Tax Advisory Group  
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If fundraising for an 
endowment is done 
properly, then both 
the donor and the 
organization benefit.

A unitrust payment helps to hedge against a potential loss in the value of the assets in the trust. 
The annual payment owed to the income beneficiary will either increase or decrease as the 
assets of the trust increase or decrease.
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You’ve decided to form a 
nonprofit. Just like forming a for-profit 

business, you have a lot of decisions to make 
upfront, many of which will require outside 
counsel from an accountant, a consultant, or 
an attorney. Without experienced counsel, 
your startup will face difficult challenges and 
could be doomed to failure.

First Step: Create Your Legal Entity. 
For the IRS to recognize a nonprofit’s 
exemption from taxation, it must be organized 
as a trust, a corporation, or an association. 
(An unincorporated association can gain 
recognition as a tax-exempt organization, 
but this form of organization is not typically 
recommended for various reasons). Nonprofit 
incorporation or formation creates your 
nonprofit entity in your chosen home state. 
Your Articles of Incorporation/Formation will 
be required when applying for exempt status. 
This is also the first place where you will 
identify your nonprofit’s purpose.

Write Your Bylaws
Bylaws are legal documents, which means 
there are legal requirements for what 
should be included. These requirements 
vary depending on the state in which your 
nonprofit operates. To ensure your bylaws are 
in accordance with state laws, get assistance 
in drafting or amending your bylaws from a 

qualified professional experienced in 
nonprofit matters.  

Your bylaws are your organization’s operating 
manual. Typically, they will include:

•   Size of the board and how it will function

•   Roles and duties of directors and officers

•   Rules and procedures for holding meetings, 
electing directors, and appointing or 
removing officers

•   Conflict of interest policies and procedures

•   Other essential corporate governance matters

As a governing document, your bylaws need 
to be included in your exemption application. 
The IRS looks for two key provisions to 
be included in either your Incorporation/
Formation Document or your bylaws:

•   A purpose clause: What are you going to 
do, and who will benefit from what you do?

The purpose clause will help the IRS 
determine your organization’s exact 
exemption code.

•   A dissolution clause. How will you  
“go out of business” if the organization is  
not sustainable?

If you anticipate filing for 501c3 status, the IRS 
has specific requirements that apply to your 
purpose and dissolution clauses.  

The bylaws may be quite different depending 
on the organization. Is the goal to gain status 
as a public charity, a private foundation, or 
some other type of exempt organization such 
as a membership organization?  

Even with counsel, it’s still the board’s 
responsibility to provide input throughout 
the process and to vote to adopt the final 
product. Although bylaws are not considered 
public documents, making them public and 
easily available increases the organization’s 
accountability and transparency to donors, 
beneficiaries, and the general public.

Develop a Business Plan 
Every nonprofit seeking tax-exempt status 
must have an Employer Identification Number 
(EIN), whether or not it has employees. File a 
Form SS-4 with the IRS to obtain your EIN.

This is the time for the organization to act like 
a business and develop its business plan.  
The business plan should address/include  
the following:

   G O V E R N A N C E

Want to be tax-exempt?  
This is what it takes
By HBK Nonprofit Solutions

There are currently 40 different types of exempt organizations in the Internal 
Revenue Code. Only organizations that meet the requirements of Internal Revenue 
Code Section 501(a) are exempt from federal income taxation.
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Other benefits may include access to  
certain grant monies and income and 
property tax exemptions.

Determining the correct exempt status for 
the organization will depend heavily on who 
will benefit from the mission or its purpose, 
whether the assets will be dedicated to the 
mission, and where funding will come from.

Public Charities and Private 
Foundations
Every exempt charitable organization is 
classified as either a public charity or a private 
foundation. Generally, organizations classified 
as public charities are:

•  Churches, hospitals, qualified medical 
research organizations affiliated with 
hospitals, schools, colleges, universities,  
and other organizations that benefit the 
general public;

•  Have an active program of fundraising and 
receive contributions from many sources, 
including the general public, governmental 
agencies, corporations, private foundations, 
and/or other public charities;

•  Receive income from the conduct of 
activities in furtherance of the organization’s 
exempt purposes; or 

•  Actively function in a supporting capacity to 
one or more existing public charities. 

Private foundations usually have a single 
major source of funding, typically a gift from 
one family or a corporation, and most have as 
their primary activity the making of grants to 
other charitable organizations and individuals 
rather than the direct operation of charitable 
programs. Some private foundations, called 
private operating foundations, do directly 
operate their own charitable programs. 

Political Organizations
A political organization subject to Section 
527 is a party, committee, association, fund, 
or other entity (whether or not incorporated) 
organized and operated primarily for the 

•   Past, present, and planned activities  
and programs

•   Any planned compensation of directors, 
officers, trustees, and certain highly- 
paid employees and contractors  
(“Close Personnel”)

•   Any planned compensation of Close 
Personnel from related organizations

•   Existing or planned sales and/or contracts 
between the organization and any Close 
Personnel (including any organizations they 
have certain affiliations with)

•   Discussion of family and business 
relationships among directors, officers,  
and trustees

•   Goods, services, and/or funds (grants) to be 
provided to individuals or organizations

•   Fundraising programs planned

•   Conflict of interest policy or explanation of 
how the organization manages conflicts  
of interest

•   Financials (actual and/or projected) for three 
or four years

Besides being a business best practice, 
gathering much of this information will be 
necessary if you are required to complete a full 
Form 1023 or 1024 for exempt status.

Seek Exempt Status
Incorporating a nonprofit in the state of 
formation only establishes it as a legal business 
entity. Creating a nonprofit corporation does 
not guarantee the organization will be granted 
tax-exempt status by the Internal Revenue 
Service (IRS). You must apply for tax-exempt 
status with the IRS and be approved. There 
are currently 40 different types of exempt 
organizations in the Internal Revenue Code. 
Only organizations that meet the requirements 
of Internal Revenue Code Section 501(a) 
are exempt from federal income taxation. 
And charitable contributions made to some 
Section 501(a) organizations by individuals and 
corporations are deductible under Section 170. 

purpose of directly or indirectly accepting 
contributions or making expenditures, or both, 
for an exempt function.

Other Organizations
Organizations that meet certain requirements 
may qualify for exemption under subsections 
other than 501(c)(3). These include social 
welfare organizations, civic leagues,  
social clubs, labor organizations, and  
business leagues.

Application for Exemption
Certain types of organizations are 
automatically considered exempt without 
actually filing an application with the IRS, most 
notably, churches, their integrated auxiliaries, 
and conventions or associations of churches. 
Others must file either Form 1023, 1023-EZ, 
1024, or 1024-A with the IRS seeking status.  
All applications are now filed online.  

Organizations seeking status under 501c(3) 
apply using a 1023 or 1023-EZ form. Others 
seek status by filing Form 1024 or 1024-A.

When filing for a 501c3 determination, smaller 
organizations may file the simpler EZ Form—
Streamlined Application, 1023-EZ. These 
applications are much easier and take less 
time complete, and the filing fee is smaller. 
Larger organizations will file full 1023 or 1024 
forms and require much of the information in 
your “business plan.”

To get the most out of your tax-exempt status, 
file your Application Form within 27 months 
of the date you file your nonprofit Articles 
of Incorporation. If you file within this time 
period, your nonprofit’s tax exemption when 
granted takes effect on the date you filed your 
Articles of Incorporation, and all donations 
received from the point of incorporation 

To get the most out of your tax-exempt status, file your Application Form 1023, 1023-EZ, 1024, or 1024-A within 27 months 
of the date you file your nonprofit Articles of Incorporation.

When filing for a 501c3 determination, 
smaller organizations may file the 
simpler EZ Form.
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forward will be tax-deductible. If you file later and can’t show 
“reasonable cause” for your delay, your tax-exempt status will begin as 
of the date on your IRS Application.

Once You File
Once you submit your application, you will receive an acknowledgment 
notice from the IRS confirming receipt of your application. If the IRS 
needs more information, an Exempt Organization specialist may 
request further information and will contact you and/or your power 
of attorney. If you have counsel or another representative assisting 
you with your application, contact them immediately regarding the 
additional information being requested. Do not try to answer their 
questions without their assistance.

Once the IRS completes its review of the exempt application, they will 
send you a determination letter, which will either grant your federal 

tax exemption or issue a proposed 
adverse determination, a denial of tax 
exemption that becomes effective  
30 days from the date of issuance.  
If you receive a proposed denial of 
tax-exempt status, you have the right 
to appeal and should seek expert 
advice immediately. Do not delay; 
waiting to reply will risk the denial of 
your exemption. 

The IRS review process typically 
takes several months or longer. Be 
prepared to wait. The IRS is currently 
processing 95,000 applications 
annually. Applicants can review 
current wait times by going to the 

IRS website: https://www.irs.gov/charities-non-profits/charitable-
organizations/wheres-my-application-for-tax-exempt-status. You can 
also contact the IRS by phone at 877-829-5500; by fax at 855-204-6184; 
or by regular mail at: 

Internal Revenue Service
EO Determinations; Attn: Manager, EO Correspondence; P.O. Box 
2508; Room 6-403; Cincinnati, OH 45202. 

Compliance Begins Immediately  
Unless you qualify for an exception from the requirement to file an 
annual return or notice, your filing obligations begin as soon as you 
are formed. If you have an annual information return or tax return due 
while your application is pending, complete the return by checking the 
“Application Pending” box in the heading Item B, and submit the return 
as indicated in those instructions. You should also determine when you 
are required to begin your state’s compliance filings, as each state has 
its own set of requirements.

Setting up an exempt organization can be confusing, to say the least. 
The HBK Nonprofit Solutions team is here to help.  

Kathleen Clayton, CPA, PSA, MBA 
Co-National Director, Nonprofit Solutions 
Principal | Clark, N.J.
T  (732) 453-6528 
E  KClayton@hbkcpa.com

Melissa Crowley, CPA
Principal | Youngstown, Ohio
T  (330) 758-8613
E  MCrowley@hbkcpa.com

Amy Dalen, JD
Co-National Director, Nonprofit Solutions
Principal | Naples, Fla.
T  (239) 263-2111
E  ADalen@hbkcpa.com

Jeremy Hartzell, JD, MBA
Principal-In-Charge | Pittsburgh, Pa.
T  (724) 934-5300
E  JHartzell@hbkcpa.com

Sean Kocan, CPA
Principal | Pittsburgh, Pa.
T  (724) 934-5300
E  SKocan@hbkcpa.com

Dominic Mastropietro, III, CPA, MBA
Principal | Hermitage, Pa.
T (724) 981-7550
E  DMastropietro@hbkcpa.com

Ashlynn Reeder, CPA, MST
Assistant Director, Nonprofit Solutions
Senior Manager | Naples, Fla.
T (239) 263-2111
E  AReeder@hbkcpa.com

Darby Beaverson, CPA
Principal | Naples, Fla.
T (239) 263-2111
E  DBeaverson@hbkcpa.com

HBK Nonprofit Solutions Contacts

The IRS review process 
typically takes several 
months or longer. 
Be prepared to wait. 
The IRS is currently 
processing 95,000 
applications annually.
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Endowment Funds
   A S S U R A N C E

An endowment allows a nonprofit 
to manage a financial instrument that 

generates earnings it can use to forward its 
mission, helping to fund future operations and 
promote the organization’s long-term financial 
stability. Donations to an endowment tend to be 
larger than regular contributions—an endowment 
fund can be comprised of cash, securities, and 
other income-producing assets—due in part by 
the donor’s ability to create an enduring legacy by 
funding the organization long-term. But nonprofits 
must consider several key factors before creating 
an endowment, including the type of endowment, 
compliance with laws surrounding the endowment, 
and management of the endowment funds. 

There are three different types of endowments – 
true, quasi, or term:

•   A true endowment occurs when a donor restricts 
the principal balance of a gift in perpetuity, and 
the organization can only use the investment 
earnings. It is not uncommon for donors to require 
that a portion of investment earnings be added to 
the gift and re-invested. 

•   A quasi-endowment occurs when the board 
restricts funds and designates a portion of net 

assets without donor restrictions to be invested. 
In this scenario, the board can decide when the 
organization can expend the principal balance at 
any time. 

•   A term endowment is similar to a true 
endowment, however, with a conditional 
restriction on the endowment funds. Once  
that condition is met, the organization may be 
able to expend a portion or the full amount of  
the endowment. 

Regulation
Endowments are created to support a nonprofit, 
and spending or distribution policies apply to the 
amount of annual support an organization can 
obtain from its endowment. The Uniform Prudent 
Management of Institutional Funds Act (UPMIFA), a 
uniform law governing donor-restricted endowment 
funds, guides organizations and stipulates the 
management and investment of endowment funds. 
The UPMIFA is designed to protect donors and 
organizations related to contributions and ensure 
the funds are managed efficiently. 

Organizations may disclose the adoption of UPMIFA 
in their financial statement footnotes. Suppose 
a nonprofit organization chooses not to adopt 

Darby L. Beaverson, CPA
HBK PRINCIPAL

By Teal Strammer, CPA
HBK MANAGER & TAX SPECIALIST

Nonprofits must consider several key factors 
before creating an endowment

Endowments are created 
to support a nonprofit, and 
spending or distribution 
policies apply to the 
amount of annual support 
an organization can obtain 
from its endowment.
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UPMIFA. In that case, it still must be aware that it is 
subject to disclosure requirements, regardless of 
whether it implements or is subject to UPMIFA. In 
their financial statements, organizations must provide 
detailed information on the following:

1.   Return objectives and risk paraments that include 
the organization’s endowment composition and 
accounting policies

2.   Strategies employed for achieving objectives that 
disclose the organization’s investment policies

3.   Spending policy and investment objectives

4.   Summary and changes in endowment

5.   Interpretations of the relevant law 

6.   Underwater endowments, if applicable

An underwater endowment occurs when the fair 
value of the endowment fund is either less than the 
principal balance of the original gift or less than the 
amount that is required to be maintained as required 
by the donor or by law. In the event the endowment is 
underwater, the financial statements must disclose:

1.   The value of the original gift

2.   The fair value of the original gift

3.   The number of underwater funds 

4.   The organization’s spending policy for  
underwater endowments

Underwater endowments are required to be classified 
within net assets with donor restrictions. They may 

be included in the aggregate amount of the net assets 
with donor restrictions on the face of the financial 
statements or shown separately within the net  
asset classification.

Before establishing an endowment fund 
Nonprofits should consider whether establishing an 
endowment fund is an activity they can take on in 
addition to running and maintaining their programs. 
Managing endowments can take significant time, 
which could otherwise be spent on the organization’s 
mission. Organizations should ensure they have the 
appropriate personnel managing their endowments to 
relieve the unforeseen administrative burden. 

Organizations must clearly understand what is involved 
in building and maintaining an endowment fund. 
Making an endowment fund large enough to where 
investment earnings are enough to sufficiently support 
an organization should also be a consideration. 

Community foundations
Nonprofits may maintain their own endowment funds 
if they have the expertise, or they can place the funds 
with a community foundation that can provide financial 
expertise, access to planned giving, and access to 
financial resources they don’t have. Additionally, 
maintaining an endowment with a community 
foundation can help the organization focus on its 
mission, while the community foundation helps  
them stay compliant with the investment and  
spending policies. 

Endowments that are transferred to a community 
foundation have special accounting considerations. 
The nonprofit will have access to future distributions 
from the transferred funds, and therefore the funds 
remain an asset of the nonprofit.  

When the endowment gift is received by the 
organization, the entry recorded to show the receipt of 
the donation, and the applicable restriction would be 
such as:

          Dr. Cash

    Cr. Restricted Contributions

The initial entry for the transfer and creation of an 
endowment fund at the community foundation would 
then be:

             Dr. Beneficial interest in assets held by the 
community foundation

    Cr. Cash

Nonprofits should consider whether establishing an 
endowment fund is an activity they can take on in addition 
to running and maintaining their programs.
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As the community foundation distributes funds 
from the endowment to the organization—
understanding that the distributions are in 
compliance with the spending policy—the 
organization receives cash and investment 
income. When changes in the endowment fund 
occur, the organization records any unrealized 
gains or losses, realized gains or losses, and 
interest and dividend income. When recording 
this activity, the organization would adjust 
the beneficial interest in assets held at the 
community foundation and other applicable 
income accounts.

Community and donor perceptions
If an endowment is very large, the organization 
could face scrutiny and have difficulty 
attracting donors and raising annual gifts; they 
could be perceived as not having a need. But an 

Teal Strammer, CPA
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endowment does not address current needs. 
There are also administrative considerations. 
For example, each endowment should have 
separate accounting, even when they are 
pooled for investment purposes. Another 
consideration is the annual audit. The 
auditors will likely want to obtain copies of 
any applicable grant engagements related to 
the endowment, the organization’s spending, 
and its investment policy. Audit procedures 
performed can include:

1.   Reviewing the organization’s investment 
roll forward for the year under audit

2.   Sampling investments in the endowment 
fund portfolio and calculating fair market 
values subsequent to year-end 

3.   Testing compliance with the spending and 
investment policy for the endowment

4.   Determining if there are any underwater 
endowment funds to disclose in  
the footnotes

5.   Reviewing board minutes for board 
discussions about the endowment fund

6.   Confirming investment balances

7.   Considerations on how the endowment 
affects the liquidity and availability  
of resources

After all these factors have been considered, 
the board of directors will play an important 
role in determining if the organization moves 
forward with an endowment. If it accepts 
or sets up the endowment, it will require 
educating management, the board, and future 
donors on an ongoing basis.  

Nonprofits may maintain their own endowment funds if they have the expertise, or they can place the funds with 
a community foundation that can provide financial expertise, access to planned giving, and access to financial 
resources they don’t have.
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I.  Split-Dollar Arrangement
A split-dollar arrangement allows an employer and 
employee to split certain rights in a cash value life 
insurance policy. While there are various ways to design 
this plan, typically, the employee applies for and owns 
a policy insuring their own life, then assigns rights in 
the policy’s cash values and death benefits back to 
the employer. The amount assigned is typically based 
on the amount of premiums paid by the employer into 
the policy. The employer recovers their total outlay at 
termination of the plan, and the employee retains all 
rights in the policy, including access to the remaining 
cash values. (See diagram below.)

Advantages:

•   The asset is not owned by the employer and therefore 
not available to the employer’s creditors

•   Many states protect life insurance death proceeds and 
cash values from an employee’s creditors

•   Earnings on the cash values inside the policy grow 
tax-deferred

•   Withdrawals may be taken out of the policy on a First 
In, First Out (FIFO) basis (if designed correctly)

•   Employer may discriminate in choosing participants

Disadvantages:

•   The reportable foregone interest will change each year 
as interest rates change (see IRC Sec. 7872)
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I .  S P L I T - D O L L A R  A R R A N G E M E N T

When it comes to recruiting, retaining, and rewarding key employees, nonprofit organizations 
face many of the same issues as for-profit companies. However, nonprofit and tax-exempt organizations are 

more limited in options than their for-profit counterparts. Benefits offered by nonprofits must, with some exceptions, meet 
the limits and requirements of IRC §457. Thus, nonprofits must carefully consider the alternatives to select the benefit 
arrangement most likely to be attractive to both the employer and the executive.

The following three plan designs meet two key objectives:

1.   Provide the executive with a financial incentive to remain with the organization (or financial disincentive for an early 
departure), commonly referred to as “gold handcuffs.”

2.   Create an insurance or retirement benefit that allows the organization to recover some or all of the money it invests.
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II.  Restricted Executive Bonus Arrangement
A Restricted Executive Bonus Arrangement (REBA) is a combination 
of three planning tools: a Section 162 bonus plan, a restrictive 
endorsement and an employment contract. The combination of 
these three elements creates a very attractive executive benefit 
for key employees while providing the employer with control. (See 
diagram above.)

Section 162 Bonus

The employer agrees to pay a bonus in the form of premiums on a life 
insurance policy owned by the employee. The employee must pay 
income tax on the amount of the bonus. To increase the true benefit 
of such an agreement, the employer may bonus the employee an 
amount sufficient to cover the tax liability.

Restrictive Endorsement

Part of the agreement a restrictive endorsement (provided by the 
carrier). The endorsement’s role is to limit the employee’s rights under 
the insurance contract. Typically, it will restrict the employee’s rights 
to surrender the policy, take policy loans, withdraw cash value, assign 
the policy as collateral, etc. The employee retains the sole right to 
change the beneficiary, but before the employee can exercise any 
other rights, they must obtain the written consent of the employer.

Employment Contract

A separate agreement between the employer and employee 
establishes a vesting schedule and gives the employer a right 
to recover contributions in the event of the employee’s early 
termination. The restrictive endorsement does not give the employer 
any rights to the policy’s cash value, so this contract is necessary to 
give the employer the right to recover funds.

Advantages:

•   Simple arrangement with no administrative costs

•   Tax-free death benefit for the  
employee’s beneficiaries

•   Cash value that the employee may use to 
supplement retirement benefits

•   No ERISA participation, reporting, or  
disclosure requirements

•   Protection of employee benefits from corporate 
bankruptcy and merger/acquisitions

•   Protection of life insurance death proceeds  
and cash values from employee’s creditors in 
many states

•   Employer discrimination in choosing participants

Disadvantages:

•   Contributions are taxable to executive when paid

•   A portion of each contribution will go toward cost 
of insurance

•   It can be difficult for an employer to  
enforce restrictions

I I .  R E S T R I C T E D  E X E C U T I V E  B O N U S  A R R A N G E M E N T
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III.  § 457(F) Plan – Nonqualified  
Deferred Compensation
Under a §457(f) plan, the employer promises to pay 
an executive a benefit at some point in the future. The 
amount may be based on executive deferrals or years 
of service, and paid at retirement age or death. The 
executive does not pay income taxes until the benefits 
are vested.

These arrangements do not have to be pre-approved 
by the IRS, nor are they generally subject to the 
regulatory requirements applicable to qualified 
retirement plans. They are, however, subject to the 
requirements of IRC § 457(f) and 409A. (See  
diagram above.)

Advantages:

•   Creates a formal corporate obligation to make payments to the 
employee sometime in the future

•   Employer may discriminate in choosing participants

•   Avoids many of the burdensome ERISA regulations

•   The design is flexible

•   Provides “golden handcuffs” to help retain key employees

Disadvantages:

•   Assets used to informally finance the employer’s liability are 
owned by the employer and must be available to its creditors

•   Must comply with IRC Sec. 409A to avoid tax penalties

•   The executive is taxed on the full amount of benefit upon 
vesting, is unable  to spread tax liability over a span of years. 

I I I .  §  4 5 7 ( F )  P L A N  –  N O N Q U A L I F I E D  D E F E R R E D  C O M P E N S A T I O N

Under a §457(f) plan, the employer promises to pay an executive a benefit at some point in the future. The amount 
may be based on executive deferrals or years of service, and paid at retirement age or death.
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Ash Answers.
Advanced Markets don’t have to be difficult. 
Advanced means extraordinary. It means 
you need more: more ideas, more resources, 
and more answers. You don’t stop at good 
enough. Neither do we. Whatever the 
question, whatever the need. Ask your 
Advanced Markets team.  

E X E C U T I V E  C O M P E N S A T I O N  F O R  N O N P R O F I T  E M P L O Y E E S :  S U M M A R Y  O F  A LT E R N A T I V E S
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how the community will benefit from it, and to 
grow and deepen the depth and reach of our 
arts education initiatives. 

Ashlynn. Tell us more about the Foundation’s 
educational initiatives.

Mark. The benefits of arts education are well 
chronicled, including improvements in math 
scores for students, in communications skills 
and interaction with other people, in critical 
decision-making skills. Our country faces a 
mental health crisis; theatre education and 
the arts can help with emotional learning and 
assist people dealing with trauma. We partner 
with more than 20 mental health and social 
service organizations in Sarasota, and we teach 
mindfulness to children and families. 

We underwrite schooltime performances, 
bringing young students to professional 
productions at the Van Wezel Hall. Prior to 
their experience in the theatre, our teaching 
artists visit the schools and work with students 
to help them fully explore the experience of 
live theatre. We also underwrite performance 
tickets  for regular programming at the Hall 
for families, veterans, and people who cannot 
afford to purchase tickets. 

Ashlynn. How do you raise funds?

Mark. We have a group of loyal and passionate 
Friends who appreciate the power of arts in the 
development of young minds and contribute 
generously to support our work. In recognition 
of their generosity, Friends at various 
giving levels receive white glove service for 
performances at the Hall: access to the best 
seats, invitations to special engagements, 
free parking at the door, pre-performance 
receptions, and other unique experience 

Ashlynn. Give us some background on your 
nonprofit, its mission and goals. 

Mark. For more than 35 years, since 1987, the 
Van Wezel Foundation has been in partnership 
with the Van Wezel Performing Arts Hall and 
its owner, the City of Sarasota. For more 
than a half century, the Hall has been home 
to international creative experiences and a 
springboard for the Foundation’s educational 
collaborations. As a separate nonprofit 501c3, 
the Foundation shares the Van Wezel name 
and supports the Hall’s educational programs. 
Today we provide $600,000 annually to Van 
Wezel Hall for support of those programs. 

Our goal has always been to inspire people 
through the power of the arts. In 2018, when 
the City of  Sarasota approved the Bay Park  
Masterplan with a new performing arts center 
at the heart of it and asked us to partner with 
them to fund, plan design and build the new 
center, we updated our mission - to create 
and sustain a vibrant performing arts center, 
advance education, and enrich communities 
by inspiring minds through the power of the 
arts. The new performing arts center project is 
a public/private partnership with the city and 
Foundation jointly designing and building the 
new performing arts center. When it’s complete 
the city will own the building,  and it will be 
operated by the Van Wezel Foundation as a 
nonprofit entity. This is  a best practice model 
used by the most successful performing arts 
organizations across the country. 

Ashlynn. What are you doing currently to move 
this project along?

Mark. It is key for us to communicate our 
message clearly as to why we’re doing this, 

Van Wezel Foundation: Inspiring a Community 
Through the Power of the Arts

By Ashlynn Reeder
HBK SENIOR MANAGER

opportunities with artists. These donations 
support our program of education and 
lifelong learning. We also apply for grants 
from major foundations that support our 
work.  We receive  specific program grants, 
deliver the programming and then report 
back on details of how we spent money 
and the impact the funded program had on 
the community. And, of course, we express 
our deep gratitude to the individuals, 
foundations and corporations that support 
this important work.

In addition to our arts education work in the 
community we are currently focused on 
raising funds for the new performing arts 
center. We are working through a program 
of engagement, talking to people about 
the center, filling them in on where we are 
in the process and explaining the benefits 
– civic, community and economic - of the 
new center. We look for areas where an 
individual’s values are in alignment with 
those of the project, the specific parts of 
the project that interest them and where 
they might want to contribute to to the new 
center, e.g. architect selection, concept 

A Q&A with Mark Cole, Chief Advancement and Marketing Officer, 
and Ashlynn Reeder, CPA, MST, HBK Senior Manager

   C L I E N T  S P OT L I G H T

“The arts remind us of our humanity 
and connect us. There is always  a 
place for the arts in our lives.” 
—  Mark Cole, Chief Advancement and Marketing Officer, 

Van Wezel Foundation
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design, construction, etc.  We are currently 
in the leadership phase of the campaign 
and focused on opportunities for major and 
transformational gifts to help us reach our 
goal of $200 million ($175M to pay for ½ of the 
new performing arts center and $25M to fund 
endowment and programmatic opportunities). 

Ashlynn. This could be a difficult time for any 
nonprofit to raise funds when the community 
is struggling to recover from a disastrous 
hurricane. How are you navigating that? 

Mark.  We’re reaching out to our partners and 
offering our help, particularly in the mental 
health and education space. We’re doing what 
we can in terms of bringing our expertise to the 

table. For example, we’re producing a weekly 
video series this week on mindfulness and 
mental health for Sarasota School District arts 
educators, but the sessions are open to anyone. 

We’re also in the schools doing mindfulness 
training with high school teachers for when the 
kids come back to the classroom. In fact, we do 
more training for Sarasota arts schoolteachers 
than any other organization.

The arts remind us of our humanity and connect 
us. There is always  a place for the arts in our 
lives. People are otherwise occupied in times 
of crisis, certainly. They are also affected by the 
market, inflation and recession fears, but the 
data show again and again that people continue 

to give to the causes that are important to 
them during difficult times, e.g. the 2008-
2009 recession, the pandemic and now. At 
times such as these, people might slow their 
philanthropy, re-focus it or pause it. But not 
everyone. Art has the power to connect a 
community and lift us all up. 

Ashlynn. HBK Nonprofit Solutions is proud to 
serve as your accounting firm. How important 
is it to you to have an accounting firm with 
expertise and experience working with 
nonprofits? 

Mark. You can’t have a successful nonprofit 
without nonprofit financial expertise. You’re 
raising money from the public to do something 
good, and you have a moral and fiduciary 
obligation to be a good steward of those 
donations, spending them according to the 
donor’s s intent. You must be happy at any time 
to share your financial statements with donors 
or the public. This is how you earn trust – an 
invaluable asset.

There’s a unique complexity to nonprofit 
accounting and a higher standard for 
transparency, internal controls and reporting. 
You need a nonprofit financial partner like  
HBK to keep you compliant and current.  
Without that expertise you might make a 
mistake, miss something, or be late. And that 
could deal a severe blow to the credibility of 
your organization. Our partnership with HBK  
is invaluable.  
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Our teaching artists visit the 
schools and work with students 
to help them fully explore the 
experience of live theatre.
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