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BOARD BRIEFING #1:. PAYOUT Fall 2000
At Issue Preserving foundation endowment value over time
Vs.

Spending more on current needs

Introduction

“Payout” (or “pay out” in verb form) refers to the amount a foundation spends on its
charitable purposes. Federal law mandates that a private foundation must disburse, or
pay out, aminimum of 5 percent of its assets annually on its charitable purposes. Inthe
law and regulations, payout is referred to as a*“qualifying distribution” or “distribution
requirement.” Foundations are free to spend more than the legal minimum.

The phenomenal financial returns on investments in recent years and a surge in new
wealth are fueling a debate over foundation payout. What percentage of afoundation’s
assets should be annually disbursed to grantees? Should the legally required minimum
payout rate of 5 percent be changed? This brief summarizes the “great payout rate
debate.”

History

Congressional scrutiny of foundations grew throughout the 1960’ s and culminated in the
Tax Reform Act of 1969. For thefirst time, private foundations were defined in law.
Penalties were imposed for excess business holdings and self-dealing. Private
foundations were required to pay an excise tax on income and report annually to the IRS
(viaForm 990 PF). They were aso required to disburse, or pay out, whichever was
greater of: (1.) actual realized income on investments, or (2.) a percentage of assets that
could, at the U.S. Treasury Department’ s discretion, go as high as 6.75 percent. In 1976,
Congress changed the law, fixing the percentage requirement at 5 percent, but retaining
the clause related to foundation income.

Many foundations concerned about long-term survival responded to the payout
alternatives by adopting alow-yield investment strategy. The poor stock market
performance, high inflation and rising interest rates of the 1970’ s also took atoll on
endowments. In 1981, Congress struck the income standard from the payout rule. (For
more, see “The Cataclysm of '69,” Tom Troyer’s eyewitness history in the March/April
1999 issue of Foundation News & Commentary.)

As of thiswriting, no legidation is pending in Congress to change the payout
requirement, but in recent years, the National Network of Grantmakers (NNG) has
conducted a campaign to persuade foundations to voluntarily increase their payout rates,
and the National Committee for Responsive Philanthropy (NCRP) has called for a
mandatory rate increase.




Different Definitions, Dueling Studies

Much of the confusion over the payout issue is rooted in a disagreement over the very
definition of the term “payout.” Defenders of the current 5 percent standard tend to rely
on the legal definitions of payout, which alow foundations to include administrative
expenses related to their charitable purposes — program research and evaluation, trustee
fees, publishing and annual report, etc. —in their payout total. NNG, NCRP and other
proponents of increased payout tend to exclude all administrative expenses from their
figures, believing that the only payout that mattersis that measured in dollars available to
grantees.

Both sides in the payout debate come armed with studies to back up their points of view.
The studies sometimes defy direct comparison because of differing methodologies,
definitions and assumptions. However, these studies and the rebuttals of them are central
to the debate, so the most important of them are briefly described below:

Perry Mehrling, PhD. for NNG. This September 1999 study concluded that
foundation grantmaking — exclusive of administrative costs and expressed as a
percentage of assets— “declined from 8% in the study’ s base year, 1981, “to below
5 percent in 1997.”

DeMarche Associates for the Council on Foundations. This study, last updated in
June of 1999, tested three different payout strategies (5 percent, 6 percent and 7
percent) for a hypothetical foundation that was started in 1950 with a $1 million gift.
It concluded that over the long term, more money is made available to charity (i.e.
purchasing power grows) if afoundation maintains a consistent payout policy of 5
percent.

Cambridge Associates for the Council of Michigan Foundations. Like the DeMarche
study, this April 2000 report made projections based on a hypothetical foundation’s
investment portfolio, but it also looked at the 1973-1997 tax returns of 33 Michigan-
based foundations. It found that the average, inflation-adjusted return on investment
from 1973-1997 for those foundations was 5.27 percent, so a payout rate of around 5
percent ayear would have allowed them to maintain their endowments.

The Rationalefor Increased Payout

Proponents of a higher mandatory or voluntary payout rate claim that the legal floor of 5
percent has been regarded as a ceiling by too many foundations. In addition, they point
to the widening gap separating the rich and poor and “ other problems that flourish in the
shadows of the soaring Dow,” as NNG’s Teresa Odendahl and Diane Feeney put it in the
May/June 1999 issue of Foundation News & Commentary.

Proponents for a higher payout assert that the congressional rationale for simplifying and
capping the distribution requirement was to help foundations recover from the erosion
endowments suffered throughout the 1970’ s, and that that objective has now been more
than accomplished. In his 1999 report for NNG, Professor Perry Mehrling of Barnard



College wrote, “ Total foundation assets have grown in rea [or inflation-adjusted] terms
by almost three times” since 1981.

The advocates of a higher payout rate criticize the DeMarche study, saying it favors a
policy of growing foundation endowments rather than a policy of simply maintaining
purchasing power; hence the study’ s finding that more grant dollars would be available in
later years at a5 percent payout rate. They contend that the DeM arche numbers show that
foundations could have paid out as much a 6.5 percent ayear over the last twenty years
without eroding their endowments.

They aso assert that the
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The Case For 5 Per cent

Most defenders of the 5 percent payout rule have no problem with foundations
voluntarily choosing to serve their missions with a higher than required payout rate.
However, they are concerned that Congress could become interested in making arate
increase mandatory. They say that such amove would, over time, erode foundation
purchasing power and limit the freedom of foundations to choose whether or not to
operate in perpetuity.

In “In Favor of Five Percent,” his article in the May/June 1999 issue of Foundation News
& Commentary, John E. Craig, Jr. of the Commonwealth Fund supported the DeMarche
and Cambridge Associates findings. He maintained that a typical foundation maximizes
its “risk-adjusted returns with an asset mix in the neighborhood of 70 percent equities and
30 percent fixed income.” Looking at average annual returns on U.S. equities and bonds
since 1900, the average inflation rate for the same period, and typical investment
management expenses, Craig concluded that a foundation with such an asset mix could
only have maintained its corpus over the last century by spending “around 5 percent
annually.”

Defenders of the 5 percent standard have criticized the methodology used by Professor
Mehrling in his study for NNG. They point to his failure to include program-rel ated
administrative expenses in his numbers. They also contend that he skewed his results by



studying the years 1981 through 1997, a period that includes the longest bull market in
history, and note that he lumped all foundations together, including community and
operating foundations, which are not subject to the federal payout requirement.
Furthermore, Mehrling compared payout and asset numbers from the same year. Many
foundations plan ayear’ s payout rate as a percentage of the assets held in the previous
year, a practice permitted by the IRS.

Supporters of the 5 percent rule also say that we are experiencing a unique period of
stock market growth and new wealth creation. There is no guarantee that recent trends
will hold, or that money spent today will automatically be renewed in the future by new
sources or phenomenal returns on investments. Again, in defending 5 percent as the
correct legal payout floor, they point to perpetuity -- that foundations may choose to stick
around to solve future problems or to serve as a stable source of “social capital”
throughout the dips and peaks certain to come in the economic future.

The Council on Foundations' Position
As Council members, you may be interested in the resolution adopted by the Board of
Directors on December 3, 1999:

The Council on Foundations supports the Federal legal requirement that private
foundations must incur aminimum level of charitable expenditure each year.

The Council encourages private foundations to review periodically their
spending policiesin light of economic conditions, long-term priorities and
current needs. We support those private foundations that choose to spend more
than the minimum required, that choose to spend all their endowment assets
over time, or that choose to preserve their endowments in perpetuity.

The current five percent rule strikes an appropriate balance between requiring a
reasonable, annual level of charitable expenditure and preserving the option to
maintain the real value of a permanent endowment.

In Sum, Ask Yourselves

Do we want the foundation to exist in perpetuity?

Regarding perpetuity, what were/are the intentions of the donor whose funds
established the foundation?

What do we value more — meeting societal needs on a consistent basis over time
or focusing additional funds on current needs?

How should these values be expressed in our investment and spending policies?
How often should we revisit these policies?
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