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INTRODUCTION 

The Tax Reform Act of 1969 r e q u i r e s  p r i v a t e  foundat ions t o  make 

minimum annual c h a r i t a b l e  d i s t r i b u t i o n s  equal  t o  t h e  g r e a t e r  of t h e i r  

a c t u a l  income o r  a s t a t e d  percentage ("appl icable  percentage") of 

t h e i r  investment assets ,L' The app l i cab le  percentage f o r  each taxable  

year  i s  found by mul t ip ly ing  6 percent  by t h e  r a t i o  between money rates 

and investment y i e l d s  f o r  t h e  previous taxable  year  and money rates and 

investment y i e l d s  i n  1969. The "appl icable  percentage" i s  determined 

annual ly  by t h e  Secre ta ry  of t h e  Treasury.  

The purpose of t h i s  paper i s  t o  examine these  minimum d i s t r i b u t i o n  

requirements f o r  foundat ions.  The f i r s t  s e c t i o n  p resen t s  a b r i e f  

h i s t o r i c a l  review of t h e  c u r r e n t  l a w  and proposals  t o  change it .  The 

second s e c t i o n  d e a l s  wi th  t e c h n i c a l  problems i n  t h e  d i s t r i b u t i o n  requi re 

ments which l ead  t o  i n e q u i t i e s  ac ross  foundat ions and i n e f f i c i e n c i e s  i n  

t h e  d i s t r i b u t i o n  of t h e i r  funds.  Proposals  t o  eliminate t h e s e  problems 

are presented  i n  s e c t i o n  111. The f o u r t h  s e c t i o n  d i scusses  t h e  r o l e  of 

pub l i c  po l i cy  i n  r equ i r ing  minimum d i s t r i b u t i o n s  and ana lyzes  t h e  e f f e c t  

of such requirements on t h e  growth (and pe rpe tu i ty )  of t h e  foundat ion  

s e c t o r .  Sec t ion  V examines t h e  impact of t hese  requirements  upon t h e  

broader c h a r i t a b l e  s e c t o r .  F i n a l l y ,  a b r i e f  conclusion i s  contained i n  

s e c t i o n  V I .  
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I. HISTORICAL REVIEW 

A. Determination of t h e  D i s t r i b u t i o n  Rate. A 1965 Treasury 

Reportz' noted t h a t  Federal  t a x  laws encourage and, i n  s u b s t a n t i a l  

measure, f inance  p r i v a t e  cha r i ty .  Y e t ,  t he  r e p o r t  found t h a t  a number 

of foundat ions were d e f e r r i n g  c u r r e n t  g r a n t s  f o r  c h a r i t a b l e  purposes 

and i n s t e a d  accumulating income. This was seen  as ob jec t ionab le ,  b o t h  

because worthy causes  were not  r ece iv ing  needed funds,  and because cer

t a i n  foundat ions were i n d e f i n i t e l y  perpe tua t ing  t h e i r  ex is tence .  

Recognizing t h a t  income could be accumulated d i r e c t l y  through d iv idend 

o r  i n t e r e s t  r e t e n t i o n s  o r  i n d i r e c t l y  through apprec ia t ion  i n  t h e  v a l u e  

of assets, t h e  r e p o r t  recommended t h a t  each p r i v a t e  nonoperating founda

t i o n  be r equ i r ed  t o  make minimum d i s t r i b u t i o n s .  These minimum d i s t r i b u t i o n s  

were to equal t h e  greater of a c t u a l  income o r  an aEpl icable  percentage  mul t i -

p l i e d  by t h e  n e t  assets of t h e  foundat ion.  The Treasury Sec re t a ry  w a s  t u  be  

given a u t h o r i t y  t o  a d j u s t  t h e  app l i cab le  percentage depending upon 

market condi t ions .  

The A p r i l  22,  1969 Tax Reform Proposals  of t h e  Adminis t ra t ion sug

ges ted  a 5 percent  minimum d i s t r i b u t i o n  requirement b u t  made no mention 

of annual  o r  p e r i o d i c  adjustment.  While t h e  House of Representa t ives  

accepted t h i s  5 percent  rate, t h e  Senate  d i d  n o t ,  and a f a i r  amount of 

deba te  ensued. Senator  Percy s u c c e s s f u l l y  advanced an amendment on t h e  

f l o o r  t o  raise t h e  minimum d i s t r i b u t i o n  requirement  t o  6 pe rcen t ,  ad

j u s t e d  on an annual b a s i s .  Since a previous  unsuccessful  e f f o r t  had 

been made t o  impose a " l imited l i f e "  on foundat ions,  support  f o r  t h e  
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6 percent  ra te  came not  only from those  who f e l t  t h a t  such a ra te  

r e f l e c t e d  t h e  real ra te  of r e t u r n  on assets he ld  by a t y p i c a l  foundat ion,  

b u t  a l s o  from those  who d id  not  wish foundat ions t o  enjoy an  i n d e f i n i t e  

l i f e .  The Treasury Department supported t h e  6 percent  r a t e  be fo re  t h e  

Conference Committee, and t h e  Percy amendment was maintained i n  t h e  

f i n a l  act. 

The 1969 A c t  provided f o r  annual  adjustments  i n  t h e  d i s t r i b u t i o n  

rate by r e q u i r i n g  t h a t :  

" the app l i cab le  percentage f o r  any t axab le  year  begin
n ing  af ter  1970 s h a l l  be  determined and published by 
t h e  Sec re t a ry  of Treasury o r  h i s  de l ega te  and s h a l l  bear  
a r e l a t i o n s h i p  t o  6 percent  which t h e  Sec re t a ry  o r  h i s  
d e l e g a t e  determines t o  be comparable t o  t h e  r e l a t i o n -
s h i p  which t h e  money rates anddnvestment  y i e l d s  f o r  t h e  
ca lendar  year  immediately preceding the  beginning of t h e  
taxable  year  bear  t o  money rates and investment y i e l d s  
f o r  t h e  ca lendar  year  1969. ''21 

Table 1 presen t s  t he  d i s t r i b u t i o n  requirements t h a t  were appl ied  t o  

foundat ions f o r  t h e  yea r s  1970 through 1976. T r a n s i t i o n a l  r u l e s  appl ied  

t o  foundat ions e s t ab l i shed  be fo re  enactment of t h e  1969 law. Therefore ,  

no "appl icable  percentage" was appl ied  t o  these  foundat ions be fo re  1972, 

and they were no t  requi red  t o  d i s t r i b u t e  6.0 percent  of n e t  worth u n t i l  

1975. 

B. Attempts t o  Change the  1969 A c t .  The 1969 d i s t r i b u t i o n  re

quirements,  toge ther  wi th  t h e  s t e e p  s tock  market d e c l i n e s  of 1973 and 

1974, caused many foundat ion t r u s t e e s  t o  become alarmed over t h e  d e c l i n e  

i n  t h e i r  foundat ion ' s  n e t  worth. 

I n  response,  several a t tempts  have been made t o  reduce t h e  d i s 

t r i b u t i o n  requirements.  I n  1971 a b i l l  was introduced i n  the  House 
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Table 1 


Distribution Rates for Foundation& 


. 
Year 	 .. . 
1970 


1971 


1972 


1973 


1974 


1975 


1976 


-l/ Foundations must distribute this percentage of net worth, or actual 

(in percent) 


Foundations 


Before . 
May 26, 1969 . 

6.0 


6.0 


5.5 


5.25 


6.0 


6.0 


6.75 


Organized 


After 

May 27, 1969 


-2/ 

-21 

4 125 

4.375 


5.5 


6.0 


6.75 


income, whichever is higher. 


-2/ Not applicable 
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to allow foundations to compute their minimum distribution using the 


acquisition date value of their assets rather than current fair market 


value. This type of proposal would nullify the intent of the 1969 law, 


which takes into account all returns of the foundation's portfolio, 


whether realized or not. 


Other attempts to modify the 1969 law involved simple proposals to 

lower the basic 6 percent rate to 5 percent, 4 percent, or less. Ar

guments against forced "invasion of corpus" were heard, along with the 

contention that the basic 6 percent rate was unrealistic when compared 

to current market conditions and rates of return.5' In 1975, the Commission 

on Private Philanthropy and Public Needs (Filer Commission) claimed that 

the current distribution rate was higher, by a significant degree, than 

yield that could be anticipated from a balanced investment portfolio.-5 1  

The Commission recommended that a flat distribution rate of 5 percent be 

fixed by Congress. At the same time, the Treasury endorsed a similar 

recommendation. However, dissenters on the Commission noted that "the 

slow dispersal of a foundation is not necessarily a bad thing if new ones 

are being continually created." 

C. Rates of Return vs. the Distribution Rate. Much of the public 

debate regarding distribution requirements centered on the empirical 

question of the actual rate of return received by foundations on their 

portfolios. This paper does not directly deal with that question, but 

assumes that the actual rate can be appropriately measured. It is im

portant that the empirical question of rates of return be separated from 

the policy question of the appropriate rate of distribution for founda

tions. The answer to the empirical question provides information by 
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which the policy question can be addressed, but the empirical question 

does not determine the answer to the policy question. In the remainder 

of this paper, alternative policies toward foundations (for example, 

"limited life", "no growth", or "growth and perpetuation") will be ex-

pressed in terms of the relationship between the long-term distribution 

rate and the long-term rate of return received by the foundations. A 

more restrictive policy (limited life) is thus one in which the distribu


tion rate exceeds the rate of return, while a more liberal policy 

(growth and perpetuation) is one in which the rate of return exceeds the 

distribution rate. The next two sections of this paper treat the 

difference between the two rates as given by a predetermined national 

policy toward foundations. 
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11. EQUITY AND EFFICIENCY OF CURRENT DISTRIBUTION REQUIREMENTS 

No matter how l a r g e  or  how small t h e  requi red  rate of d i s t r i b u t i o n  

over t h e  long run ,  a po l i cy  of requi red  d i s t r i b u t i o n s  f o r  foundat ions 

should meet c e r t a i n  tests of e f f i c i e n c y  and equ i ty .  F i r s t ,  any l a w  should 

meet a s tandard  of h o r i z o n t a l  equ i ty ;  t h a t  i s ,  p a r t i c u l a r  foundat ions 

should n o t  be  forced  t o  make g r e a t e r  d i s t r i b u t i o n s  because of a conser

vative investment po l i cy  i n  any p a r t i c u l a r  year .  Second, t h e  d i s t r i b u t i o n  

rate i t s e l f  should no t  va ry  r a p i d l y  wi th  short-term f l u c t u a t i o n s  i n  

i n t e r e s t  rates nor  wi th  changes i n  nominal y i e l d s  due t o  i n f l a t i o n .  

Rapid v a r i a t i o n s  would make i t  harder  f o r  foundat ions t o  prepare  t h e i r  

f i n a n c i a l  p l ans ,  and could lead  t o  was tefu l  d i s t r i b u t i o n s .  F i n a l l y ,  

requi red  d i s t r i b u t i o n s  should no t  f l u c t u a t e  g r e a t l y  from year  t o  year .  

Unfortunately,  t h e  d i s t r i b u t i o n  requirements  of t h e  1969 l a w  f a i l  t o  

meet a l l  of t h e s e  tests. 

A, Hor izon ta l  Inequi ty  i n  D i s t r i b u t i o n  Requirements. A founda

t i o n ' s  minimum requ i r ed  d i s t r i b u t i o n  i s  no t  merely a s t a t e d  percentage 

of i t s  investment assets, bu t  r a t h e r  t h e  g r e a t e r  of e i t h e r  t h a t  number 

o r  i t s  a c t u a l  income. "Actual income" i s  based upon an account ing con

cept  of r e a l i z a t i o n  which ignores  un rea l i zed  c a p i t a l  ga ins  and lo s ses .  

Therefore ,  a c t u a l  income can exceed economic income whenever t h e  founda

t i o n ' s  assets are d e c l i n i n g  i n  market value.  Thus, an "ac tua l  income" 

r u l e  can r e q u i r e  foundat ions t o  d i s t r i b u t e  on average more than an 

"appl icable  percentage" of t h e i r  n e t  worth. On average, t h e  foundat ions 

most a f f e c t e d  by t h e  "ac tua l  income" r u l e  are probably those t h a t  i n v e s t  
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pr imar i ly  i n  bonds and similar fixed-income s e c u r i t i e s  r a t h e r  t han  common 

s tocks .  Since bonds i n  gene ra l  average lower rates of r e t u r n  over  t i m e  

than t h e  combined dividend and apprec ia t ion  y i e l d  of common s h a r e s ,  

those  foundat ions wi th  a lower rate of r e t u r n  are i n  e f f e c t  r equ i r ed  

t o  d i s t r i b u t e  a l a r g e r  po r t ion  of t h e i r  n e t  worth over  t i m e ,  Conservative 

investment p o l i c i e s  are thereby penal ized.  I f  t h e  purpose of i nc lud ing  

a c t u a l  income i n  t h e  d i s t r i b u t i o n  r u l e  is  t o  raise t h e  average d i s t r i b u 

t i o n  rate, t h i s  o b j e c t i v e  could be more equ i t ab ly  accomplished by increas

ing  t h e  "appl icable  percentage", 

I n  t h i s  con tex t ,  i t  should be noted t h a t  t h e  1969 formula f o r  

c a l c u l a t i n g  t h e  "appl icable  percentage" does n o t  r e f l e c t  changes i n  t h e  

rate of i n f l a t i o n .  With an  i n c r e a s e  i n  t h e  rate of i n f l a t i o n ,  nominal 

y i e l d s  can e a s i l y  rise a t  t h e  same time t h a t  real y i e l d s  remain cons tan t .  

I f  t h e  d i s t r i b u t i o n  ra te  i s  supposed t o  a d j u s t  t o  t h e  real rate of 

r e t u r n  on assets, then  i n f l a t i o n  should be e x p l i c i t y  taken i n t o  account 

i n  any formula f o r  determining t h a t  d i s t r i b u t i o n  rate. 

B. I n s t a b i l i t y  of D i s t r i b u t i o n s .  Under t h e  1969 A c t ,  r equi red  

d i s t r i b u t i o n s  depend both  on t h e  annual ly  ad jus ted  "appl icable  percen

tage" and on t h e  market v a l u e  of investment assets. Bath elements  are 

sub jec t  t o  f l u c t u a t i o n  which i n  t u r n  can cause an  uns t ab le  p a t t e r n  of 

d i s t r i b u t i o n s  by foundat ions .  

Since "money rates and investment y i e lds"  were n o t  s p e c i f i c a l l y  

def ined  i n  t h e  l a w ,  t h e  Treasury Department decided t o  measure these  

rates by t h e  y i e l d  on 5-year Treasury s e c u r i t i e s ,  even though most founda

t i o n s  i n v e s t  i n  o t h e r  k inds  of assets. Why then d id  the  Treasury 
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Department use 5-year Treasury s e c u r i t i e s ?  The Treasury Department was 

cons t ra ined  by t h e  requirement t h a t  t h e  d i s t r i b u t i o n  rate be ad jus t ed  

t o  r e f l e c t  market r e t u r n s  f o r  t h e  calendar  ye'ar immediately preceding 

each taxable  year .  P r i c e s  of assets such as s tocks  vary  a g r e a t  d e a l  

from one year  t o  t h e  next .  I f  Treasury were t o  c a l c u l a t e  y e a r l y  inves t 

ment y i e l d s  by inc luding  p r i c e  changes as w e l l  as dividend y i e l d s ,  then  

d i s t r i b u t i o n  rates of -33 percen t ,  -20 percent ,  o r  +50 percent  would be 

common. Therefore ,  t h e  u n s a t i s f a c t o r y ,  y e t  simple r e s o l u t i o n  was t o  

use  an asset which has less p r i c e  f l u c t u a t i o n  and an i n t e r e s t  rate t h a t  

i s  comparatively s t a b l e .  

Because t h e  "appl icable  percentage" i s  appl ied  t o  t h e  aggrega te  f a i r  

market valu&/ of a l l  assets ( l e s s  a c q u i s i t i o n  indebtedness)  of t h e  

foundat ion,  t h e  percentage change i n  t h e  s i z e  of t h e  requi red  d i s t r i b u 

t i o n  w i l l  be  equal  t o  t h e  percentage change i n  t h e  aggregate  f a i r  market 

va lue  of assets, even when t h e  d i s t r i b u t i o n  rate remains constant.-7 1  

A s i z a b l e  f l u c t u a t i o n  i n  r equ i r ed  d i s t r i b u t i o n s  can create two 

problems, F i r s t ,  i t  may l ead  t o  suboptimal planning on t h e  p a r t  of t h e  

foundat ions,  Many p r o j e c t s  need s u b s t a n t i a l  l ead  t i m e  t o  develop. 

Sudden inc reases  i n  the  va lue  of a foundat ion ' s  p o r t f o l i o  may r e q u i r e  

d i s t r i b u t i o n s  f o r  which t h e  planning i s  inadequate.-81 

Secondly, because foundat ions  are heav i ly  inves ted  i n  t h e  s t o c k  and 

bond markets,  and because a change i n  s t o c k  o r  bond p r i c e s  gene ra l ly  acts  

as a leading  i n d i c a t o r  of a similar d i r e c t i o n a l  change i n  n a t i o n a l  

production,/  t he  d i s t r i b u t i o n  requirements  are p ro -cyc l i ca l  i n  na tu re .  
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That is, a decline (increase) in stock prices will lower (raise) the 


amount of distributions that foundations must make, and this reduction 


(increase) in distributions will likely accompany a downswing (upturn) 


in the economy. However, the need for foundation support may be greatest 


(least) when the economy is in a recession (boom). Required distribu

tions are thus pro-cyclical in terms of national income and perhaps 


counter-cyclical in terms of needs. 
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111. RECOMMENDATIONS FOR REVISED DISTRIBUTION REQUIREMENTS 

In the previous section it was concluded that distribution fe


quirements could meet certain tests of equity and efficiency only if: 


(1) foundations were not forced to distribute a greater portion of their 


assets because of conservative investment practices, (2) required dis

tribution rates are adjusted only to reflect changes in the long-term 


expected real rate of return on assets, and (3)  required distributions 

do not fluctuate too much from year to year.-lo! 

A. Elimination of the Actual Income Alternative. How might the 

current law for minimum distributions by foundations be revised so as to 

meet these standards of equity and efficiency? First, the "actual 

income" part of the minimum distribution rule should be eliminated. It 

makes no sense to base the "applicable rate" upon a concept of economic 

income which recognizes unrealized capital gains and losses, and then to 

have an alternative distribution rule based only on realized income. 

Besides, the actual income rule in general may require greater distri

butions from those foundations which have a lower real rate of return. 

All distribution requirements should be consistently based upon a 

concept of total income and not nominal realized income. 

B. Replacement of "Money Rates and Investment Yields". The second 


revision is to eliminate the requirement that the distribution rate 


reflect "money rates and investment yields" for the preceding calendar 


year. The mandatory distribution should be related to the long-term 


real rate of return on foundation investments; that rate can be approxi

mated by the geometric mean of the total real rate of return for an 

11 average'' foundation portfolio held over an extended time span, There 
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exis ts  a f a i r  amount of information by which such a c a l c u l a t i o n  can be 

made, For in s t ance ,  both t h e  dividend and p r i c e  change components of 

a l l  s tocks  l i s t e d  on t h e  New York Stock Exchange f o r  a per iod  of about 

f i v e  decades i s  c u r r e n t l y  ava i l ab le .  The d i s t r i b u t i o n  rate could be 

r e c a l c u l a t e d  every few years .  The beginning year  f o r  c a l c u l a t i n g  the  

geometric mean rate of r e t u r n  could e i t h e r  be f i x e d  o r  a d j u s t a b l e ,  f o r  

example, t h e  rate could be ca l cu la t ed  by t h e  geometric mean of annual  

r e t u r n s  from 1926 t o  p re sen t  o r  from 40 years  ago t o  p r e s e n t ,  

Presumably, t h e  same rate of r e t u r n  should apply t o  a l l  foundat ions 

r ega rd le s s  of t h e  a c t u a l  composition of t h e i r  assets. For pbvious reasons 

of equ i ty  and e f f i c i e n c y ,  t h e  d i s t r i b u t i o n  requirement should no t  be 

re laxed  f o r  foundat ions wi th  f a i l i n g  p o r t f o l i o s  and t i gh tened  f o r  founda

t i o n s  wi th  success fu l  p o r t f o l i o s .  

Since a measure of a long-run rate of r e t u r n  based upon a h i s t o r i c  

series w i l l  vary  much less than  w i l l  annual "money rates and investment 

y i e lds , "  adopt ion of t h i s  r e v i s i o n  would e l imina te  much of t h e  annual 

v a r i a t i o n  i n  t h e  d i s t r i b u t i o n  rate i t se l f .  More impor tan t ly ,  t h i s  r e v i s i o n  

would a s su re  t h a t  changes i n  t h e  d i s t r i b u t i o n  rate only r e f l e c t  changes 

i n  t h e  long-run real rate of r e t u r n  r a t h e r  than short-run nominal y i e l d s .  

C. Replacement of t h e  Base t o  which t h e  D i s t r i b u t i o n  Rate is  

Applied. Even with adopt ion of t h i s  second r e v i s i o n ,  t h e r e  would remain 

s i z a b l e  f l u c t u a t i o n s  i n  r equ i r ed  d i s t r i b u t i o n s  from yea r  t o  year  because of 

f l u c t u a t i o n s  i n  t h e  base  t o  which t h e  d i s t r i b u t i o n  rate i s  appl ied .  To in-

crease s t a b i l i t y  of d i s t r i b u t i o n s ,  minimum d i s t r i b u t i o n s  should n o t  equal  t h e  
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d i s t r i b u t i o n  rate times t h e  monthly average of t he  va lue  of foundat ion  

p o r t f o l i o  i n  the  previous year  ( t h e  cu r ren t  law). Rather,  t h e  base  should 

be a weighted average of t h e  va lue  of the  foundat ion ' s  n e t  worth over  

several years .  Two minor problems arise when t h e  base is  c a l c u l a t e d  i n  t h i s  

manner. F i r s t ,  i n f l a t i o n  unde r s t a t e s  the  va lue  of t h e  p o r t f o l i o  i n  a p a s t  

year  i f  t h a t  va lue  i s  not  converted ( i n f l a t e d )  t o  present  va lue .  Second

l y ,  n e t  worth der ived from new con t r ibu t ions  might be t r e a t e d  s e p a r a t e l y  

from n e t  worth due t o  p a s t  con t r ibu t ions .  These problems are d e a l t  wi th  

l a te r .  A t  t h i s  po in t ,  w e  s h a l l  assume t h a t  t h e r e  is  no i n f l a t i o n  o r  

d e f l a t i o n  and t h a t  no new con t r ibu t ions  are received by t h e  foundat ion.  

D. Minimum D i s t r i b u t i o n  Formula. Minimum d i s t r i b u t i o n  requirements  

can be ca l cu la t ed  us ing  a simple formula which r e f l e c t s  t hese  v a r i o u s  

cons idera t ions .  L e t :  

Dt = minimum d i s t r i b u t i o n  i n  year  t 

At = n e t  asset va lue  a t  beginning of year  t 

a = requi red  d i s t r i b u t i o n  rate 

6 = 	 an a r b i t r a r y  number, equal  t o  o r  less than  one, which 
i n d i c a t e s  t h e  propor t ion  of t he  weighted asset base  
( aga ins t  which a i s  appl ied)  accounted f o r  by t h e  
va lue  of assets i n  t h e  c u r r e n t  year .  

Suppose t h a t  i n  t h e  f i r s t  year  t h e  minimum d i s t r i b u t i o n  formula is: 

To reduce f l u c t u a t i o n s  i n  requi red  d i s t r i b u t i o n s ,  i n  t h e  second year  

t h e  base  is  a weighted composite of assets i n  t h e  f i r s t  and second years :  

Dt+l = a B A t + l  + a( l -8)At  (2)  

However, equat ion (2)  may be r e w r i t t e n  as: 
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D t + l  = aBAt+l + ( l+)Dt  (3)  

Equation (3)  may be genera l ized  f o r  any year  as: 

Dt+n = "$At* + (l-B)Dth-l  -111 ( 4 )  

Expressing (1-6 )Dt+n-l i n  terms of the  requi red  d i s t r i b u t i o n  ra te  

and n e t  asset va lue ,  i t  can be seen t h a t :  

I n  tu rn ,  i f  (1-f3)2Dt+n-2 i s  expressed i n  terms of t h e  requi red  d i s t r i b u 

t i o n  rate and n e t  asset value,  i t  becomes apparent  t h a t  requi red  d i s t r i b u 

t i o n s  i n  a given year  can be viewed as equal  t o  the  d i s t r i b u t i o n  rate 

(a> times a weighted average ( B ,  ( 1 - B ) B  , (14l2f3,...) of t h e  n e t  asset 

va lues  of t he  foundat ion i n  t h e  cu r ren t  and previous yea r s  (At+n 

At+n-l, However, f o r  admin i s t r a t ive  purposes,  equat ion  (3)  

i s  easier t o  work with.  It simply says  t h a t  t h e  minimum d i s t r i b u t i o n  t h i s  

year  i s  a weighted average of t he  d i s t r i b u t i o n  ra te  t i m e s  n e t  assets a t  t h e  

beginning of t h e  year  and the  minimum d i s t r ibu t ion .  requi red  las t  year .  

The s i z e  of f3 i n  equat ion  (3)  can be chosen t o  g ive  g r e a t e r  o r  

lesser weight t o  cu r ren t  asset va lues .  A h igh  B g ives  g r e a t e r  weight t o  

r e c e n t  asset va lues  and accentua tes  t h e  f l u c t u a t i o n  i n  requi red  d i s t r i b u 

t i o n s ;  a small B spreads  t h e  weight more evenly over pas t  yea r s  and 

dampens the  f l u c t u a t i o n  i n  requi red  d i s t r i b u t i o n s .  

(1) I n f l a t i o n  Adjustment. To account f o r  i n f l a t i o n ,  equat ion (3)  

can s t i l l  be used, except t h a t  Dt should be  converted t o  r e f l e c t  t h e  

level of p r i c e s  i n  t i m e  per iod t + 1. Thus i f  t h e  rate of i n f l a t i o n  i n  
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per iod  t is  it, then: 

D t + 1  = "BAt+l + (1-6) ( l + i t ) D t  

Such an i n f l a t i o n  adjustment  e f f e c t i v e l y  conver t s  each A
t + Z  

term i n-
equat ion  (4) i n t o  t h e  term t+n-1 by per iod  n,  s o  t h a t  

At+Z TTt+zc 

t h e  minimum d i s t r i b u t i o n  is s t i l l  t h e  d i s t r i b u t i o n  rate times a weighted 

average of t h e  n e t  assets of t h e  foundat ion i n  previous yea r s ,  only now 

n e t  assets i n  p a s t  yea r s  are converted i n t o  c u r r e n t  d o l l a r s .  Presumably 

t h e  va lues  of it could b e  s p e c i f i e d  annual ly  by t h e  Treasury,  

(2)  Adjustment f o r  New Cont r ibu t ions ,  New con t r ibu t ions  t o  a 

foundat ion 's  endowment probably should b e  t r e a t e d  l ike  any o the r  growth i n  

asset va lues .  Depending on the  s i ze  of B , new c o n t r i b u t i o n s  would then  

be  r e f l e c t e d  more o r  less r a p i d l y  i n  h igher  d i s t r i b u t i o n s ,  This approach 

has  t h e  b e n e f i t  of a l lowing t h e  foundat ions  t i m e  t o  p l a n  f o r  expendi tures  

from new con t r ibu t ions .  

A l t e r n a t i v e l y ,  a requirement could be imposed t h a t  c u r r e n t  year  

d i s t r i b u t i o n s  ou t  of new con t r ibu t ions  (Ct+l) equa l  r a t h e r  than  

"%+1 as implied when new con t r ibu t ions  are t r e a t e d  as p a r t  of 
At+l 

i n  equat ion  ( 3 ) .  Such a requirement would cause d i s t r i b u t i o n s  t o  i n c r e a s e  

immediately i n  response t o  new con t r ibu t ions .  

E. Summary. The r ev i sed  d i s t r i b u t i o n  r u l e s  proposed i n  t h i s  s e c t i o n  

would succeed where t h e  c u r r e n t  formula f a i l s .  The minimum d i s t r i b u t i o n  

would a d j u s t  t o  t h e  long-term rate of r e t u r n  on assets, and minimum d i s t r i 

bu t ions  would become more s t a b l e  over economic cyc le s ,  E f f i c i ency  i n  
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d i s t r i b u t i o n s  would be  enhanced and equ i ty  ac ross  foundat ions  would be  

promoted . 
B r i e f l y ,  t h e  r ecomenda t ions  are: 

(1) Eliminate  t h e  requirement t h a t  d i s t r i b u t i o n s  must equa l  a c t u a l  

income whenever a c t u a l  income is  g r e a t e r  than t h e  d i s t r i b u t i o n  rate 

m u l t i p l i e d  by t h e  n e t  a s s e t s  of t h e  foundat ion;  

(2)  Adjust t h e  d i s t r i b u t i o n  rate p e r i o d i c a l l y  t o  r e f l e c t  t h e  long-

term r e a l  rate of r e t u r n  on a t y p i c a l  foundat ion  p o r t f o l i o  r a t h e r  


than t h e  nominal rate of r e t u r n  on Treasury n o t e s ;  


(3)  Determine each foundat ion ' s  minimum requ i r ed  d i s t r i b u t i o n  by a 


weighted average of  t h e  previous y e a r ' s  d i s t r i b u t i o n  and t h e  c u r r e n t  


n e t  assets of t h e  foundat ion  m u l t i p l i e d  by t h e  d i s t r i b u t i o n  rate. 
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I V ,  A QUESTION OF PERPETUITY 

Any d i s t r i b u t i o n  requirement,  no matter how small, a f f e c t s  t h e  

a b i l i t y  of an o rgan iza t ion  t o  grow. The g r e a t e r  t h e  amount of income 

t h a t  is disbursed,  t h e  lesser t h e  accumulation of funds i n  a foundat ion ' s  

p o r t f o l i o .  Some commentators have e x t r a c t e d  from t h i s  simple r e l a t i o n s h i p  

an argument t h a t  t h e  cu r ren t  d i s t r i b u t i o n  rate w i l l  "br ing about  a 

slow but  c e r t a i n  dea th  sentence"l2' t o  foundat ions.  However, t h e  r e l a t i o n -

s h i p  between growth and a r equ i r ed  d i s t r i b u t i o n  has  not  been s y s t e m a t i c a l l y  

analyzed. The e f f e c t  of t h e  d i s t r i b u t i o n  rate on a foundat ion n o t  re

ce iv ing  new con t r ibu t ions  w i l l  be  d iscussed  f i r s t .  Then t h e  r e l a t i o n s h i p  

between t h e  d i s t r i b u t i o n  rate, t h e  rate of r e t u r n  on assets, and t h e  ra te  

of con t r ibu t ion  w i l l  be  analyzed i n  o rde r  t o  examine t h e  e f f e c t  of t h i s  

r e l a t i o n s h i p  on t h e  growth and s u r v i v a l  of t h e  foundat ion s e c t o r .  

A. Growth of Ind iv idua l  Foundations,  What impact w i l l  t h e  d i s t r i b u 

t i o n  rate have upon an e s t ab l i shed  foundat ion r ece iv ing  no new cont r ibu

t i o n s  and d i s t r i b u t i n g  t h e  min imum amount r equ i r ed  by law? The answer 

depends on t h e  d i f f e r e n c e  between t h e  prescr ibed  d i s t r i b u t i o n  rate and t h e  

rate of r e t u r n  on assets. The r e l a t i o n s h i p  between t h i s  d i f f e r e n c e  and 

t h e  n e t  worth of t h e  foundat ion i s  i l l u s t r a t e d  i n  Table 2.  When t h e  

d i s t r i b u t i o n  rate i s  margina l ly  g r e a t e r  than t h e  real rate of r e t u r n  on 

assets, t h e  n e t  worth of a foundat ion  r ece iv ing  no new c o n t r i b u t i o n s  w i l l  

b e  gradual ly  reduced. I n  Table 2 ,  t h e  h a l f - l i f e  of a foundat ion i n d i c a t e s  

t h e  amount of time i t  w i l l  t ake  f o r  t h e  real  n e t  worth of t h e  foundat ion  
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t o  ha lve  given t h e  d i f f e r e n c e  between t h e  d i s t r i b u t i o n  ra te  and t h e  real  

rate of r e t u r n  on assets. 

One of t h e  p r i n c i p a l  arguments given f o r  reducing the  c u r r e n t  d i s t r i 

bu t ion  rate was t h a t  5 percent  represented  t h e  real rate of r e t u r n  

achievable  by a foundat ion p o r t f o l i o ,  and t h a t  c u r r e n t  d i s t r i b u t i o n  re

quirements were t h e r e f o r e  about 1 percent  h igher  than  t h i s  rate of r e t u r n .  

Table 2 reveals t h a t ,  i f  t h e s e  numbers are c o r r e c t ,  t h e  real  n e t  worth 

of an "average" foundat ion r ece iv ing  no new c o n t r i b u t i o n s  w i l l  ha lve  i n  

about 70 years .  

Table 2 

Ha l f - l i f e  of Foundations Receiving No Cont r ibu t ions  

D i s t r i b u t i o n  Rate minus Half -1if  e 
Rate of Return on Assets (Years) 

.00 I n f i n i t y  

. O l  69 

.02 35 

.03 23 

Assuming t h e s e  numbers are correct,=' can i t  be concluded t h a t  t h e  

d i s t r i b u t i o n  rate should be lowered t o  5 percent?  The answer depends upon 

t h e  o b j e c t i v e  of p u b l i c  po l i cy  toward foundat ions.  I f  t h e  o b j e c t i v e  

i s  t o  gradual ly  l i q u i d a t e  e x i s t i n g  foundat ions which receive no new 

con t r ibu t ions ,  then  a d i s t r i b u t i o n  rate i n  excess  of t h e  n e t  rate 

of r e t u r n  on assets is  e n t i r e l y  appropr i a t e .  On t h e  o the r  hand, i f  
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t h e  o b j e c t i v e  i s  t o  preserve  o r  enhance t h e  real  assets of exis t - ing 

foundat ions,  then  t h e . d i s t r i b u t i o n  ra te  should n o t  exceed t h e  n e t  raxe 

of re turn.  
9' 


B. Growth of t h e  Foundation Sector .  The growth of t h e  foundat ion 

s e c t o r  depends n o t  only upon t h e  r e l a t i o n s h i p  between the  ra te  of r e t u r n  

on assets and t h e  r equ i r ed  d i s t r i b u t i o n  ra te ,  bu t  a l s o  upon t h e  rate a t  

which the  s e c t o r  acqu i r e s  new cont r ibu t ions .  

To examine t h e  r e l a t i o n s h i p  between the  rea l  r a t e  of r e t u r n  on assets, 

t h e  foundat ion d i s t r i b u t i o n  ra te ,  t he  ra te  of growth of con t r ibu t ions ,  

and the  s i z e  of t h e  foundat ion s e c t o r  over t i m e ,  make the  s imple assump

t i o n  t h a t  a l l  of t h e  r e l e v a n t  rates are cons tan t  over t i m e .  That i s ,  l e t :  

r = real ra te  of r e t u r n  on foundat ion s e c t o r  n e t  worth; 


a = foundat ion d i s t r i b u t i o n  ra te ;  


w = ra te  of growth of n a t i o n a l  weal th  


Also 	l e t  

At = n e t  worth of t he  foundat ion s e c t o r  i n  t i m e  per iod  t; 

C t  = con t r ibu t ions  made t o  t h e  foundat ion s e c t o r  i n  t i m e  per iod t ;  

e t  = r a t i o  between Ct and At ;  

W t  = n a t i o n a l  weal th  i n  t i m e  per iod  t ;  

The asset va lue  of t he  foundat ion s e c t o r  w i l l  d e c l i n e  i f :  

A2 < 

By d e f i n i t i o n :  

A2 = Al(l+r-a+B1) 

Hence, i n e q u a l i t y  ( 7 )  may be r ewr i t t en :  
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r + O 1 < a  (9) 

I n  o the r  words, t he  n e t  worth of t h e  foundation s e c t o r  w i l l  d e c l i n e  i n  

any year i n  which the  ra te  of r e t u r n  on assets p lus  t h e  r a t i o  of new 

con t r ibu t ions  t o  assets i s  less than  t h e  d i s t r i b u t i o n  rate. 

The abso lu te  s i z e  of t h e  foundat ion s e c t o r  may no t  be  s o  important  

as i t s  s i z e  re la t ive t o  n a t i o n a l  wealth.  By d e f i n i t i o n :  

At+1 = At(l+r-a+Ot) 

Wt+l W t  (l*) 

Thus, assets of t h e  foundat ion s e c t o r  are growing re la t ive t o  n a t i o n a l  

weal th  whenever: 

r + O t  > a + w  (11) 

Much debate  has centered  around t h e  ques t ion  of whether t h e  d i s t r i b u 

t i o n  rate set by t h e  Sec re t a ry  of t h e  Treasury has  been g r e a t e r  than  o r  

approximately equal  t o  t h e  real ra te  of r e t u r n  on assets. More important  

f o r  t h e  foundat ion s e c t o r  as a whole, however, is  i t s  s i z e  r e l a t i v e  t o  

the  n a t i o n a l  economy. A s  i n e q u a l i t y  (11) i n d i c a t e s ,  i f  t he  ra te  of r e t u r n  

p lus  t h e  rate of con t r ibu t ions  exceed the  d i s t r i b u t i o n  ra te  p lus  t h e  ra te  of 

growth i n  n a t i o n a l  weal th ,  then t h e  n e t  worth of t h e  foundat ion s e c t o r  w i l l  

grow relat ive t o  n a t i o n a l  weal th .  Otherwise, t h e  s e c t o r  w i l l  d e c l i n e  i n  

r e l a t i v e  terms. The case where t h e  d i s t r i b u t i o n  ra te  j u s t  equals  t h e  rate 

of r e t u r n  is  merely a p a r t i c u l a r  case which f a l l s  between these  two ex

tremes, wi th  no p a r t i c u l a r  s i g n i f i c a n c e  f o r  t h e  relative s i z e  of t h e  

found a tion  sect o r  -141 
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It should be  pointed out  t h a t  an absolu te  o r  relative d e c l i n e  i n  

asset va lue  f o r  an  ind iv idua l  foundat ion o r  even f o r  t h e  foundat ion s e c t o r  

does no t  n e c e s s a r i l y  mean a d e c l i n e  i n  asset va lue  f o r  t h e  c h a r i t a b l e  

s e c t o r .  Many of t h e  d i s t r i b u t i o n s  of foundat ions are made as g i f t s  of 

bu i ld ings ,  works of a r t ,  and o the r  assets t o  pub l i c  c h a r i t i e s .  Hence, 

i t  i s  p r imar i ly  t h e  c o n t r o l  of assets ( e i t h e r  by donors o r  through t r u s t e e s )  

t h a t  i s  l i m i t e d  by t h e  requirement of a minimum d i s t r i b u t i o n  by founda

t ions .  The sha re  of n a t i o n a l  weal th  con t ro l l ed  by t h e  foundat ion s e c t o r  

may be l i m i t e d ,  bu t  t he  n e t  worth of t h e  c h a r i t a b l e  s e c t o r  does n o t  f a c e  a 

similar r e s t r i c t i o n .  
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V. CONCLUSION 


This  paper has  examined t h e  h i s t o r y ,  s t a t u s  and e f f e c t s  of d i s 

t r i b u t i o n  requirements imposed on foundat ions.  We conclude t h a t  

d i s t r i b u t i o n  requirements should meet c e r t a i n  tests of equi ty  and 

e f f i c i ency .  I n  p a r t i c u l a r ,  foundat ions should no t  be penal ized f o r  

conserva t ive  investment p o l i c i e s  and requi red  d i s t r i b u t i o n s  should n o t  

f l u c t u a t e  s u b s t a n t i a l l y  from year  t o  year .  To accomplish these  goa ls :  

1 )  foundat ions should no t  be requi red  t o  d i s t r i b u t e  a c t u a l  income when it  

i s  g r e a t e r  than t h e  d i s t r i b u t i o n  rate t i m e s  n e t  worth; 2)  a c o n s i s t e n t  

r e l a t i o n s h i p  should be maintained between the  d i s t r i b u t i o n  rate and t h e  

long-term rea l  rate of r e t u r n  on an average foundat ion p o r t f o l i o ;  3 )  re

quired annual d i s t r i b u t i o n s  should be a weighted average of t he  previous 

yea r ' s  d i s t r i b u t i o n s  and t h e  d i s t r i b u t i o n  ra te  times cu r ren t  n e t  worth. 

The e f f e c t  of t h e  d i s t r i b u t i o n  rate on growth and p e r p e t u i t y  d i f f e r s  

f o r  i n d i v i d u a l  foundat ions r ece iv ing  no new con t r ibu t ions ,  t he  foundat ion 

s e c t o r ,  and the  c h a r i t a b l e  s e c t o r .  The s i z e  of some ind iv idua l  foundat ions 

may d e c l i n e  i f  t h e  d i s t r i b u t i o n  rate i s  g r e a t e r  than the  rate of r e t u r n  on 

assets, bu t  t h e  s i z e  of t h e  foundat ion s e c t o r  depends l a r g e l y  upon t h e  amount 

of new con t r ibu t ions  received by a l l  i ts  members. The n e t  worth of t h e  

c h a r i t a b l e  s e c t o r  need n o t  dec l ine  whenever t h e r e  are d i s t r i b u t i o n s  from 

foundat ions,  s i n c e  those  d i s t r i b u t i o n s  may be t o  o the r  i n s t i t u t i o n s  wi th in  

t h e  c h a r i t a b l e  s e c t o r .  
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L ' In te rna l  Revenue Code Sec t ion  4942 imposes a penal ty  t a x  f o r  
f a i l u r e  t o  meet t h e  d i s t r i b u t i o n a l  requirement.  

2 / "U.  S. Treasury Department Report on P r i v a t e  Foundations", 
Washington: U.S. Government P r i n t i n g  Of f i ce ,  1965. 

A / I n t e r n a l  Revenue Serv ice  Code Sec t ion  4942 (e )  (3) 

A'These views were o f fe red  a t  hear ings  on the  "Impact of Current 
Economic Crisis on Foundations" before  the Subcommittee on Foundations of 
t he  Committee on Finance of t h e  United S t a t e s  Senate  i n  November, 1974. 

?/Commission on Private Phi lanthropy and Pub l i c  Needs, ( F n e r  Commission) ,
W v i n g  i n  EnerZka, 1'975, pp. 33-176. 

?/Aggregate f a i r  market va lue  i s  based on a monthly average of 
f a i r  market va lues  of s e c u r i t i e s  when market quo ta t ions  on those  
s e c u r i t i e s  are r e a d i l y  a v a i l a b l e .  

z / I f  t h e  d i s t r i b u t i o n  rate were based upon t h e  annual "real" r e t u r n  
t o  a l l  assets, t h e  f l u c t u a t i o n  i n  requi red  d i s t r i b u t i o n s  would be 
g r e a t e r ,  s i n c e  t h e  va lue  of a l l  assets and the  d i s t r i b u t i o n  rate 
( ca l cu la t ed  i n  p a r t  by change i n  va lue  of a s s e t s )  normally r i se  and f a l l  
toge ther .  

/ S t a b i l i t y  of d i s t r i b u t i o n  requirements is  of course supported by 
many' foundat ion  t r u s t e e s .  For l'nsc%ce, D r  , Jonn KnowTes, P res iden t ,  
The Rockf e l l e r  Foundation, has  commented t h a t  " the pay-out requirement 
should be s u f f i c i e n t l y  s t a b l e  s o  t h a t  foundat ions can p l an  f o r  t h e  
management of t h e i r  p o r t f o l i o s  and t h e  development of programs without  
t h e  d i s r u p t i o n  of short-run changes." Hearings be fo re  t h e  Subcommittee 
on Foundations of t h e  Committee on Finance, U.S. Senate ,  November 24, 1974 
(Washington, D.C.:  Government P r i n t i n g  Off ice ,  1974) p. 60. 

?/For i n s t a n c e ,  a 500 common s tock  p r i c e  index demonstrates a 
mediam "lead" t i m e  of 5 1 / 2  months over peaks and t roughs i n  GNP. See 
Vic tor  Zarnowitz and Char lo t t e  Boschan, "Cycl ica l  I n d i c a t o r s :  An 
Evaluat ion and New Leading Indexes", Business Conditions Diges t ,  
(May, 1975) p. XV. 

g / I n t e r e s t i n g l y ,  r e v i s i o n s  (2) and (3)  above co inc ide  wi th  t h e  
spending requirements devised by Li tvack ,  Malkiel ,  and Quandt f o r  endowment 
income. Concerned wi th  in su r ing  the  p e r p e t u i t y  of an endowment, t hese  
economists argue t h a t  t h e  i d e a l  spending r u l e  adopted by an  i n s t i t u t i o n  
would "p ro tec t  t h e  rea l  va lue  of t he  corpus endowment fund" ( t h e  long-
term ra t e  of spending would no t  b e  g r e a t e r  than  t h e  real  rate of r e t u r n  
on a s s e t s )  and would make spendable endowment income ...r e l a t i v e l y  
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stable from year to year." See James M. Litvack, Burton G. Malkiel and 
Richard E. Quandt, "A Plan for the Definition of Endowment Income," 
American Economic Review, LVIV (May, 1974): 4 3 3 .  

U'Equation ( 4 )  can also be written as 

Dt+n 


If f3 is less than one, the change in distribution requirements from year 
to year will be lessened (since under current law that change equals 

- D ) while under the proposed law the change would be reduced
t : 
to a proportion 6 )of the original amount). Hence fluctuations are 

automatically reduced. 


G'Mr. Robert Smith, Pew Memorial Trust, Statement before the 
Subcommittee on Foundations. November 25, 1974, p. 117 

G'Whether 5 percent is the mean rate of return on assets of founda

tions is another question. The argument to lower the estimate of the long 

run rate of return after a period in which equity prices have declined can 

only be valid if one is also willing to raise that estimate when those 

prices rise. 


%/Indeed, I have shown elsewhere that for a wide range of distribution 

rates both above and below the rate of return on assets, the relative size 

of the foundation sector over the long run will stabilize at some multiple 

of current contributions. See Eugene Steuerle, "Pay-Out Requirements for 

Foundations", forthcoming in a compendium of research sponsored by the 

Commission on Private Philanthropy and Public Needs. 
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