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When Lorraine incorporates Quiche for the World (QFW) 

• QFW sells 1,000,000 shares of stock at 10 
cents per share 

• Lorraine and her three friends each give 
$25,000 for 250,000 shares 

• QFW has $100,000 
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Lorraine and her friends enter into a Shareholder 
Agreement 

• Intention:  All four shareholders plan to work full-
time to make the company productive. 

• Repurchase Option:   
– 25% of the stock is vested right away.   
– Starting a  year later, 1/36 of the shares vests 

every month.   
– If a shareholder leaves before the end of four 

years, QFW has the right to purchase any 
unvested shares for 10 cents per share. 
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Shareholder Agreement, cont’d 

• Restrictions on Transfer 
– QFW shareholders probably don’t want 

other shareholders. 
– Agreement would say a shareholder can 

only transfer shares to a trust for her 
benefit or to a limited group of family 
members.  On death, she can transfer the 
stock to family members.  Transferees are 
subject to the shareholder agreement. 

8 



Shareholder Agreement, cont’d 

• If shareholder wants to transfer the stock to 
someone else, she must give a right of first 
refusal to let QFW or the other shareholders 
purchase the stock on those terms. 

• The stock certificate will bear a legend. 
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In the early months of QFW 

 
Is this a good time to go to Lorraine 

 to ask for a gift of QFW Stock? 
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A.  Issues for Lorraine 

• Valuation limited to 10 cents per share, so 
very small charitable deduction. 

• Does QFW want Charity as a shareholder? 
• Will the Shareholder Agreement allow the 

transfer to Charity? 
• How much of her stock has vested? 
• Are there appraisal issues? 
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Issues for Lorraine, cont’d  

• A reminder:  Appraisal Rules  
 
– If the gift is valued at $500 or more, she will 

have to file a Form 8283. 
– If a gift of closely held stock is valued at 

more than $10,000, she would have to get a 
qualified appraisal. 
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B.  Issues for Charity 

• Are there potential liabilities for Charity? 
• Will Charity ever receive anything? 
• Who at Charity will monitor the stock and 

decide when to sell it? 
• What if Lorraine wants to support a purpose 

that has a minimum funding requirement? 
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C.  Written agreement 

• If Charity accepts the gift, it should have a 
written agreement that shows Lorraine knows: 
– Appraisal requirements, if any 
– There is no guarantee of value to Charity 
– Lorraine will have to keep Charity aware of 

the status of the company 
– Ultimate purpose will only be decided when 

Charity sells the stock 
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D.  An Option:  Consider a Pledge 
• Is this a great time for Lorraine to make the 

gift? 
– Probably not. 

• What can Charity suggest? 
Ask Lorraine to make a pledge to give a 

specific number of shares to Charity within 
90 days of the stock going public or before 
the company is acquired. 

– Possible better tax deduction. 
– But no gift to Charity yet. 
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E.  Entrepreneur’s Club 

Charity might create a special stewardship club 
for those who have given stock in new 
companies or made a pledge to do so. 
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As QFW gets new investors 

• QFW sells 200,000 shares of stock at $1.50 per 
share 

• This generates $300,000 to QFW 
• Lorraine’s 250,000 shares are worth $375,000 
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As QFW gets new investors, cont’d 

Is this a good time to ask Lorraine  
for a gift of 10,000 shares? 

 
– 2.5% of her shares 
– Valued at $15,000 
– Less than 1% of the value of QFW 
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A.  Issues for Lorraine 

• Appraisal Requirements and Cost 
• Shareholder Agreement Limitations 
• Are there Rule 144 Issues?   

– Yes.  Charity may not be able to sell the 
shares even if there were a buyer without 
taking some extra steps. 
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B.  Rule 144 

The Securities Exchange Commission (SEC) 
regulates the sales of stock.   If a company or 
individual wants to sell stock to the public, 
the securities must be registered with the 
SEC. 

Rule 144 makes an exception for securities that 
do not need to be registered before they can 
be sold. 
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Rule 144, cont’d 
• QFW did not need to register the securities 

before selling to its investors up to this point. 
• When the company issues the original shares, a 

“legend” is put on the stock certificate that says 
the shares may not be resold in the marketplace 
unless they are registered with the SEC or are 
exempt from registration.   

• Owner can give stock away if allowed by the 
Shareholder Agreement.   

• Donee of stock can tack on the donor’s holding 
period. 
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Rule 144, cont’d 

• Shareholder or donee can only sell the stock if 
the legend is removed by the transfer agent.  
This usually requires a letter from the 
Company’s attorney to say all the 
requirements for exemption have been met. 
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•   Shares must have been held for a certain period 
          (either 6 months or one year). 

•   There must be adequate information about the 
     Company. 
•   There are limits to how many shares can be sold 
     in any period. 
•   Brokers may not receive larger than normal 
     commissions. 
•   Shareholder must file a Notice of Proposed Sale 
     with the SEC if more than 5,000 shares or  
     $50,000 is involved. 
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While the company is growing 

• The stock is now valued at $5 per share 
• Lorraine’s 250,000 shares are worth 

$1,250,000 
• 10,000 shares are worth $50,000 
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A.  What if Lorraine gives the stock to Charity now? 

• Appraisal requirements 
• Who will buy it? 

– Remember the right of first refusal in the 
Shareholder Agreement 

– Can QFW buy the shares from Charity? 
• Is there enough cash in QFW? 
• Is there a pre-arranged agreement? 
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Avoid a Step Transaction  

• If there is an agreement before Lorraine 
transfers the shares to Charity that QFW will 
buy the shares, Lorraine will be charged with 
the capital gain and have to pay tax, even 
though she received no money.  The IRS does 
not want her to give her income away.   

• Charity has to make its own independent 
decision about when to sell the stock. 

29 



B.  Can Lorraine give Stock Options to Charity? 

• A stock option is the right to buy shares in the 
future at a price determined when the options 
are granted. 

• Issued to encourage employee loyalty. 
• They work if the stock value increases.  Employee 

exercises the option, buys stock at the low price 
and sells immediately for a profit. 

• Stock Options and Charitable Gifts:  Do They Mix 
by Erik Dryburgh.  
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Stock Options, income tax 

• Incentive Stock Options: 
– No tax to shareholder when the option is 

exercised. 
– When she sells the stock, she pays either ordinary 

or  capital gains income tax on the difference 
between the exercise price and the sales price, 
depending on how long she held the shares. 

• Non-Qualified Stock Options 
– Shareholder pays ordinary income tax at the time 

of the exercise between the exercise price and the 
current value. 

– Shareholder may pay more tax when she sells the 
stock if there is gain. 31 



Stock Options, transferability 

• Incentive Stock Options: 
By definition, the option holder cannot     

usually transfer the options to Charity or 
anyone else. 

• Non-Qualified Stock Options 
 The option holder may give to Charity if the 

     Company’s agreement allows this.  (Most 
     do not.) 

 If she can give the option, she only gets an  
     income tax deduction for the net value  
     when Charity sells. 
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Stock Options, cont’d 

• Consider a bequest. 
• Some plans allow for options to be transferred 

to charities upon death. 
• This can be a great gift.  If passed to a relative, 

the shares could be subject to both estate tax 
and income tax, like an IRA. 

• Passing the options to charity saves the taxes. 
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C.  Subchapter S Stock 

• Subchapter S Corporations are taxed like 
partnerships. All income and deductions are 
passed through to the shareholders. 

• This eliminates the income tax at the 
corporate level. 

• The law limits the company to 100 
shareholders. 

• Until 1998, a charity could not hold S Corp 
stock. 
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Subchapter S Stock, cont’d 

• Charity must pay income tax on any income 
distributed to Charity.  (An exception to 
Charity’s general tax-exempt status.) 

• Will Charity always have a source of funds to 
pay that tax? 

• When Charity sells the stock, it must pay 
capital gains tax on the difference between 
the donor’s basis and the sales price. 

• Who at Charity will monitor this? 
• How do you even know? 
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D.  Should Charity have Minimum Gift Guidelines? 

Consider how much work these gifts can take 
before Charity can sell the stock. 

 
Should you have a minimum current value of the 

stock? 
 
Should the company have a plan to liquidate 

within a certain number of years? 
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QFW is about to be Acquired 

• Kraft Foods now wants to buy QFW. They offer 
$50 per share.  This would be paid in a 
combination of cash and stock in Kraft Foods. 

• Lorraine’s stock is worth $12.5 million. 
• If Lorraine sells, she will recognize capital gain 

on the shares sold for cash. 
– What about the tax on the value of the 

Kraft Food shares? 
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QFW is about to be Acquired, cont’d 

 
Is this a good time to ask Lorraine  

for a gift of 10,000 shares? 
 

• 10,000 x $50 = $500,000 
• 2.5% of her holdings 
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YES !!!!! 
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QFW is about to be Acquired, cont’d 

• If she is going to be forced to recognize capital 
gain, this is an ideal time to ask for a gift. 

• Timing is critical. 
– There will be a step transaction if she gives the 

stock after the deal is already set in stone so 
that Charity will have to sell the stock. 

– It is always a question of fact when the line has 
been crossed.  She needs independent advice. 
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QFW is about to be Acquired, cont’d 

• These deals can sometimes happen quickly. 
– If she makes the gift, is there time to abide 

by the Shareholder Agreement and the 
right of first refusal? 

– Are there Rule 144 issues?  Does she need 
to get a legend removed? 

– Appraisal Issues?  Can Lorraine’s appraiser 
use the sales price as evidence of the value? 
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QFW is about to be Acquired, cont’d 

• When can Charity sell? 
– It would participate in the general sale.   
– If it gets cash, fine. 
– If it gets stock, can Charity sell that stock? 

• Kraft stock could be sold on the market. 
• But what if QFW is bought by another 

private company that has no market? 
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If QFW Went Public 

• Pretend QFW is a completely different 
company, with hundreds of employees and 
millions in assets.   

• It decides to “go public” to issue more shares. 
• This will dramatically increase the value of 

Lorraine’s shares. 
• Just going public will not have tax 

consequences to Lorraine. 
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If QFW Went Public, cont’d 

Is this a good time to ask Lorraine  
for a gift of 10,000 shares? 

 
• Before it goes public? 
• After it goes public? 
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If QFW Went Public, cont’d 

• If she gives the stock before it goes public: 
– Appraisal Issues 
– Timing Issues 
– Rule 144 limitations? 

 
Charity would probably sell the stock after QFW 

goes public 
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If QFW Went Public, cont’d 

• If she gives the stock after it goes public 
– No appraisal issues if the stock is freely 

tradable  
– Rule 144 limitations? 
– This gives her the highest income charitable 

deduction 
– This is the easiest option for Charity 

• Remember the pledge? 
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2.  Partnerships 
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Example 
Paul has limited partnership shares in Downtown 
Hotel LP.  He paid $100,000 for the investment.  The 
partnership purchased a large hotel which it 
manages and which is located across the street 
from a gas station.  The occupancy rate is better in 
some years than in others.  There is an outstanding 
mortgage on the property. Paul receives a Schedule 
K-1 each year showing his share of income, 
deductions and depreciation. 
 
Paul offers to give his interest to Charity. 
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A.  Suitability 

• Is Charity a suitable partner to the other 
partners? 

• Is this the kind of business Charity wants to 
own? 

• Does Charity want to be connected to the 
other partners? 

• Will Charity be a full limited partner, or will it 
be only an assignee entitled to distributions 
and allocations without voting rights? 
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B.  Transfer restrictions 

•  Does the partnership agreement permit the gift  
    from Paul to Charity? 
•  Is there a right of first refusal or other kind of  
    restriction on transferability? 
•  Will Charity be able to sell the interest? 
•  How will Charity determine the appropriate price  
    if it has held the interest for some time? 
•  Remember the rules about step transactions and 
    the assignment of income if there is a pre-   
    arranged sale. 

52 



C.  Potential Liabilities 

•  Is Charity’s liability to partnership, the partners 
   and all third parties limited to the value of the 
   partnership interest itself? 
•  Could the Partnership issue a “call” for  
    additional capital contributions or loans to the 
    partnership?  If yes, where would Charity get  
    the required money? 
•  Can the general partner take on more debt? 
•  Do the limited partners have to indemnify the  
    general partner? 
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Potential Liabilities, cont’d 

• Is the partnership subject to any unusual 
debts or liabilities, such as a lawsuit or a labor 
dispute? 

•  Are there any potential environmental clean-
up costs?  If so, could the limited partners be 
liable beyond the value of their interests?  
(Technically, probably not, but does Charity 
want to have any ownership in the chain of 
title?) 
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D.  Taxability of Income 

• Will the partnership pass any income to 
Charity on a Schedule K-1?  This will probably 
be Unrelated Business Taxable Income and 
subject to income tax.  

• Will there be phantom income? 
• If yes, where will Charity get the money to pay 

the taxes? 
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E.  Paul’s concerns 

•  The fair market value of the partnership is   
    the difference between the limited partner’s  
    pro-rata value of the assets and the  
    liabilities. 
•  Appraisal issues:  Can Paul find a qualified 
    appraiser and how much will it cost?  The  
    appraisal is required for interests valued at 
    $5,000 or more. 
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Paul’s concerns, cont’d 

• Paul’s tax deduction is affected by all the 
following: 
 
– His adjusted basis in the partnership 

interest 
– His “at-risk” amount in the interest 
– Suspended passive losses 
– Amount of Sec. 751 “Hot Assets”  
– His share of the partnership liabilities 
– Application of a minority discount 
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Paul’s concerns, cont’d 

• Paul may have to recognize income if: 
– His share of the partnership’s liabilities 

exceeds his adjusted basis. 
– The partnership interest is subject to 

liabilities, because the bargain sale rules 
may come into play. 

• Paul may have to reduce the value of his gift if 
the partnership has “unrealized receivables” or 
“substantially appreciated inventory.” 
 
 

58 



F.  Documents to Request 

• Offering Brochure, Memorandum or Prospectus 
• All Partnership Agreements 
• Opinion of Partnership Counsel issued when Paul 

acquired the interest 
• Partnership Tax Returns for a few years 
• Paul’s Schedule K-1s for a few years 
• Annual reports and financial statements prepared 

by the Partnership 
• All notices sent to the Limited Partners by the 

general partner 
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G.  Other People at Charity Need to be Involved Early 
in the Process 
•  CFO (re: possible liabilities, etc.) 
•  Vice President for Development 
•  General Counsel’s Office (re: review of  
    documents, etc.) 
•  Real Estate Office (re: their knowledge of real  
    estate investments) 
•  Gift Processing (re: booking of the gift) 
•  Controller’s Office (re: booking the gift as an  
    asset of Charity and processing the proceeds 
    of sale) 
•  Etc. 
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3.  Limited Liability Corporations 
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What is a Limited Liability Corporation? 

• LLCs are taxed like partnerships. 
• Income and deductions and depreciation are 

passed through to the members. 
• A member’s liability is limited to the value of 

the member’s interest like a corporations.   
• All the issues discussed above apply to LLC 

interests. 
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