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Private Foundations: The Trick

The next time you read about a rich
person donating $100 million to char-
ity, you should be aware that this
seemingly generous gill may never ac-
tually reach the institutions that need
it. The chances are that the donation is
being used to set up a private founda-
tion. The gift will earn the donor a full
deduction against income or éstate
taxes. But the little-understood trick
of this form of philanthropy is that the
£100 million that launched the founda-
tion need never go to charity.

Here's how the law works. Under
what is known as the “Five Percent
Rule,” the Internal Revenue Service
requires private foundations to spend
5 percent of their assets annually, but
only rarely is that obligation met
wholly by making direct grants. Some
large foundations typically pay out
about 3 percent of their assets each
year in the form of charitable gifts and
divert 2 percent to administralive ex-
penses and the like. Since even a
mediocre money manager should be
able to average a 5 percent refurn on a
foundation’s principal, the [RS is in
effect requiring that the foundation
spend only its income plus capital
gains. None of the principal need go to
an active charity that provides serv-
ices. The donor will still be taking the
full charitable deduction, just like an
ordinary contributor who writes a
check to support a charitable cause.
What is more, since private founda-
tions can go on forever, the original
gift can survive in perpetuity. This fact
encourages some foundations to cre-
ate large bureaucracies over the years.

Even in good times, this siluation
would be ethically questionable, but in
the current economic climate, it's
much worse, Government support of
nonprofit organizations is being cut
back throughout the country and at
every level of government. The econ-
omy has been floundering for more
than two years, and charitable contri-

Seplember 25, 2003

Lewis B. Callman

butions have shrunk accordingly. Al-
ways more sensitive to business cycles
than the rest of the nation, New York
City has been especially hard hit.
Mearly all of the city’s nonprofit insti-
tutions—among them the New York
Public Library and many museums
and hospitals—are as hard-pressed for

funds as they have been at any time
since the Great Depression. One
might think that private foundations,
having greatly enlarged their asseis
during the boom years of the 1990s,
would now step forward and voluntar-
ily exceed the 5 percent threshold.
Very few have.

It seems clear that some of the fami-
lies that set up the foundations and the
executives hired to run them are more
concermed to protect their assets and
preserve their bonuses than to im-
prove the public good and carry out
the purposes for which the founda-
tions were ostensibly created.

Thﬂ Charitable Giving Act recently
proposed by Representative Roy
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Blunt, a Missouri Republican, and the
Tennessee Democrat Harold Ford
would modify the statutory “Five Per-
cent Rule™ so that only charitable con-
tributions, not administrative expenses,
could be used to meet the 5 percent
requirement of the IRS. According to
the Mational Committee for Respon-
sive Philanthropy, the Blunt-Ford
measure would mean that an addi-
tional $4.3 billion annually would go
to charities providing services. Ad-
mirable as the Blunt-Ford legislation
15, however, | don't think it goes far
enough. Private foundations should be
required to pay out not just their
yearly gains, but part of the principal
that made their tax deduction possible
in the first place. Otherwise, what was
the deduction for?

A requirement that the principal be
paid out over, say, a fifty-year span
seems a reasonable one to me. A foun-
dation launched with a gift of $100 mil-
lion would, in addition to the required
5 percent, also have to make at least §2
million in contributions each year; if
the principal grew, the foundation
would have to contribute more. The
average life span of foundations would
be reduced accordingly. Would the
very rich then be less likely to create
and fund them? Perhaps, but the
losses to charity would be small com-
pared to the billions that would be
gained. If well-to-do families want to
avoid taxes, what alternatives would
they have? They would still receive
large benefits, both in continuing ex-
emptions from taxes and in the public
prestige that is one reward of charita-
ble contributions in America. The
moral challenge they will face is
whether they are genuinely willing to
help people and institutions in need.
Some family foundations have met
this test with admirable generosity.
But too many have failed it; the trick
that makes it possible for them to do
so should no longer be allowed. ad



