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THE FIVE PERCENT FIG LEAF 

Ray D. Madoff* 

INTRODUCTION 

What do we ask of private foundations? What should we? 

The current answer to this first question, provided by Tax Reform Act 
of 1969, and continuing to this day, is the annual payout requirement which 
requires private foundations to spend 5% of their assets each year. Under this 
rule, a private foundation with assets in a given year of $10,000,000, would 
be required to spend $500,000 on charitable purposes in the following year, 
or else face a penalty.1 The purpose of the payout requirement rule was to 
address the concern that donors to private foundations get significant up-front 
tax benefits for their creation of a private foundation, but that, absent a payout 
rule, there could be a near unlimited delay between the time of tax benefits 
and the time the public benefited from the charitable activities of the private 
foundation. 

Judging by appearances, the 5% rule is stronger than ever. For at least 
fifteen years there have been no Congressional proposals or lobbying efforts 
to change the 5% payout rule.2 Moreover, the 5% payout rule has become 
widely accepted and widely touted (by the foundation world, among others) 
as a reasonable compromise that allows private foundations to exist in 
perpetuity while ensuring that a portion of their funds be put to current 
charitable use. Even more importantly, the 5% payout rule has served to 
legitimate private foundations to the public, by giving foundations a readily 
recognized role of providing steady sources of capital to nonprofits. All of 

                                                                                                                           
 

* Ray Madoff is a professor at Boston College Law School and the Director and Co-Founder of the 
Forum on Philanthropy and the Public Good. Special thanks for their insights to Brian Galle, Roger 
Colinvaux, Philip Hackney, Dana Brakman-Reiser and the other attendees of Pittsburgh Tax Review’s 
symposium THE 1969 TAX REFORM ACT AND CHARITIES: FIFTY YEARS LATER. 

1 Although this is commonly referred to as a payout requirement, a more accurate description is 
that a tax is imposed on those private foundations that fail to meet the 5% payout rule. I.R.C. § 4942. 

2 See id. 
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these things make it seem that the 5% payout rule is well established as both 
a practical and theoretical matter. 

However, despite the apparently robust nature of the 5% payout rule, 
this Article argues that the 5% payout rule operates more as a fig leaf than as 
a meaningful control on private foundation spending. Analyzing how the rule 
operates fifty years after its enactment, it has become increasingly evident 
that the meaning of the term “payout” is so elastic that the rule cannot be 
relied upon to fulfill its stated purpose of ensuring the current flow of dollars 
to charitable activities. In particular, the ability to meet payout requirements 
by: (1) paying unlimited administrative expenses of the foundation 
(including salaries and travel expenses for family members), (2) making 
unlimited contributions to donor-advised funds (which themselves have no 
further payout requirement), and (3) making investments (provided they 
qualify as “program-related investments”) give private foundations ample 
opportunity to skirt the purpose, while still fulfilling the letter, of the law 
governing payout. 

This Article proceeds in three parts. Part I outlines the law and history 
of private foundation regulation. It begins with a brief description of the tax 
benefits of creating private foundations, and then turns to the particular rules 
and restrictions applicable to private foundations, including the 5% payout 
requirement. Part II then turns to consider whether under the current rules the 
payout rule actually works to accomplish its intended goals. Finally, Part III 
considers policy proposals designed to refine the rules so that they can more 
closely fulfill the larger purpose of the rules providing tax benefits for 
charitable giving. 

I. TAX BENEFITS OF CREATING PRIVATE FOUNDATIONS 

Current law provides numerous tax benefits for donors making 
charitable gifts, including funding private foundations.3 Charitable donations 

                                                                                                                           
 

3 I.R.C. § 170. All charitable organizations are categorized as either public charities or private 
foundations. In general, public charities receive funds from a broad group of donors and have boards that 
are responsive to such donors, while private foundations are often funded and controlled by one person or 
family. For example, the United Way and the American Cancer Society are public charities because they 
receive substantial support from the general public. The Ford Foundation is a private foundation because 
it received its funding from a single family. Federal tax law draws a distinction between the two because 
Congress saw more opportunity for abuse and a greater need for regulatory oversight for private 
foundations. Congress also decided that the charitable deductions for donations to private foundations 
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are eligible for the income tax charitable contribution deduction (which can 
provide benefits up to 37% of the gift for taxpayers in the highest tax 
bracket).4 In addition, if the donor transfers appreciated property instead of 
cash, then the donor can also avoid a tax on the capital gains that would 
otherwise be imposed on the sale of the property.5 These can save a donor up 
to an additional 20% of the value of the gift. Finally, property transferred to 
charity is not subject to estate or gift taxes.6 The combined effect of these 
provisions is that donors can save up to 74% in taxes for their charitable 
gifts.7 

Up until the middle of the 20th century, all charitable donations were 
treated the same for tax purposes, regardless of whether the charitable 
organization receiving the property received broad public support and was 
engaged in direct charitable work (such as operating a soup kitchen or 
running a museum, hospital or college), or whether it was funded by an 
individual or family and simply held donated funds for the eventual 
distribution to other individuals or organizations doing direct charitable 
work.8 There was a single rule that simply required that all charitable 

                                                                                                                           
 
should be more limited than donation to public charities. RAY D. MADOFF ET AL., Charitable Giving, in 
PRACTICAL GUIDE TO ESTATE PLANNING § 10.03[A] (2020). 

4 See I.R.S. Pub. No. 526, Charitable Contributions (2019); 7 Charitable Tax Deduction Questions 
Answered, FIDELITY CHARITABLE, https://www.fidelitycharitable.org/guidance/charitable-tax-strategies/ 
charitable-tax-deductions.html (last visited Apr. 14, 2020). 

5 I.R.S. Pub. No. 5526, Charitable Contributions 12 (2019). 
6 I.R.C. §§ 2055 & 2522. 
7 Why does Congress provide such generous tax benefits for charitable giving? The prevailing view 

is that subsidies make up for two market failures, one economic and one political. Despite our best 
intentions, most humans remain at least somewhat self-interested. We therefore are usually unwilling to 
pay fully for benefits that accrue to other people—what an economist would call “positive externalities.” 
Many goods, once purchased by one person, provide additional spillover benefits to others, so that no one 
individual has an incentive to provide as much as would be ideal from a social perspective. Examples 
include public parks, museums, and medical research. By offering tax benefits, Congress hopes that we 
can be motivated through selfish considerations to purchase more of the positive-externality goods, 
moving society closer to the level it would choose if not for the market’s failure. Brian Galle & Ray 
Madoff, The Myth of Payout Rules: Where Do We Go from Here?, in GIVING IN TIME (Benjamin Soskis 
ed., Urban Institute Press forthcoming). 

8 See Vada Waters Lindsey, The Charitable Contribution Deduction: A Historical View and a Look 
to the Future, 81 NEB. L. REV. 1056, 1061–68 (2003). 
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organizations be “organized and operated for ‘charitable’ purposes . . . .”9 
However, the exponential growth of private charitable foundations along 
with their use for political purposes and explicit and audacious marketing of 
private charitable foundations as tax shelters for the wealthy brought 
Congressional attention.10 

Congress was particularly concerned about the disconnect between the 
time of tax benefit for donors and the time of benefit for society. In the words 
of the Joint Committee on Taxation Bluebook, “As a result, while the donor 
may have received substantial tax benefits from his contribution currently, 
charity may have received absolutely no current benefit.”11 This concern was 
especially great at the time when, due to high tax rates, the tax benefits of 
charitable giving were even more beneficial than they are today.12 

Congress was sensitized to the importance of this issue by the 
development and acceptance of the concept of “tax expenditure” in the 
1960s.13 At that time, Assistant Secretary of the Treasury Stanley Surrey 
developed the theory that tax preferences were functionally equivalent to 
direct government spending.14 The theory of tax expenditures has become 
well accepted and is used by the Congressional Budget Office in calculating 
the federal budget.15 Applying the tax expenditure analysis, if a taxpayer 
were to receive a $4,000,000 reduction in taxes for creating a $10,000,000 
private foundation that was recognized as being functionally the same as if 
the donor contributed $6,000,000 and the government contributed 

                                                                                                                           
 

9 IRS EO CPE TEXT, THE CONCEPT OF CHARITY 1–4 (1980), https://www.google.com/ 
search?q=the+concept+of+charity+irs&oq=the+concept+of+charity+irs&aqs=chrome.0.69i59j0.3689j0j
7&sourceid=chrome&ie=UTF-8. 

10 See Thomas A. Troyer, The 1969 Private Foundation Law: Historical Perspective on Its Origins 
and Underpinnings, 27 EXEMPT ORG. TAX REV. 52 (2000). 

11 STAFF OF THE J. COMM. ON TAXATION, 91ST CONG., GENERAL EXPLANATION OF THE TAX 
REFORM ACT OF 1969, at 36 (Comm. Print 1970) [hereinafter J. COMM. ON TAXATION]. 

12 The highest marginal rate was 77% in 1969, compared to 37% in 2020. 
13 See generally Lindsey, supra note 8. 
14 Stanley Surrey, Federal Income Tax Reform, 84 HARV. L. REV. 352 (1970). 
15 CONG. BUDGET OFFICE, THE DISTRIBUTION OF MAJOR TAX EXPENDITURES IN THE INDIVIDUAL 

INCOME TAX SYSTEM 1 (2013). 
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$4,000,000 toward the creation of that private foundation.16 Seen as a 
substitute for direct spending, it is not surprising that Congress began to ask 
what the public was receiving in exchange for this significant current 
“expenditure” of public resources. 

The first proposals considered ensuring that charitable funds would be 
put to use in a timely manner by limiting the life of private foundations to a 
term of twenty-five or forty years. Although term limits were ultimately 
rejected, Congress did enact provisions designed to assure distribution of at 
least a portion of the private foundation’s assets. The first rules, enacted in 
1954, did not require specific payout of funds, but instead provided that a 
private foundation could lose its tax-exempt status if its accumulation of 
income was “unreasonable in amount and duration.”17 This rule had little 
practical effect as the standard was too vague and the penalty—loss of 
exempt status—was so draconian that it was rarely imposed. 

As a result of dissatisfaction with the rule against accumulation of 
income, Congress was urged by the Treasury to enact a rule regarding payout 
that would be more effective.18 The proposed remedy was to impose a 
mandatory payout of all of a foundation’s net income on a reasonably current 
basis.19 Congress adopted a form of Treasury’s proposal when it enacted the 
Tax Reform Act of 1969. As originally enacted, the payout rule required 
private foundations to distribute the greater of the private foundation’s net 
investment income or 6%. However, this was eventually modified to the 
current rule that imposed a tax on private foundations that fail to spend at 
least 5% of their assets each year on their charitable purpose. Under this rule, 

                                                                                                                           
 

16 William McBride, A Brief History of Tax Expenditures, TAX FOUND. (Aug. 22, 2013), http:// 
taxfoundation.org/article/brief-history-tax-expenditures. Beginning in 1974, Congress required that these 
tax expenditures be recorded annually as part of the federal budget. See Stanley Surrey, Federal Income 
Tax Reform, 84 HARV. L. REV. 352 (1970). 

17 I.R.C. § 504(a)(1) (1954) (repealed by Pub. L. No. 91-172, § 101(j)(15)). 
18 COMM. ON FINANCE, 89TH CONG., TREASURY DEPARTMENT REPORT ON PRIVATE 

FOUNDATIONS (Comm. Print 1965). 
19 This remedy proposed that private non-operating foundations must expend all net income by the 

end of the year following the year such income is received, including ordinary investment income and 
short-term capital gains. See J. COMM. ON TAXATION, supra note 11. 
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our $10,000,000 private foundation would be required to “pay out” at least 
$500,000 per year or else be subject to a penalty tax. 

II. HOW MEANINGFUL IS THE FIVE PERCENT PAYOUT RULE? 

The purpose of the 5% payout rule was to require private foundations to 
make regular distributions of their assets for charitable purposes. Private 
foundations typically meet their 5% payout obligations by making grants to 
public charities. However, the rules provided in the tax code are not so 
limited. “Qualifying distributions” are defined in section 4942(g) as meaning 
any amount paid to accomplish the organization’s charitable purpose 
(including reasonable administrative expenses) or any amount paid to acquire 
an asset used to carry out its exempt purpose.20 

As a result of this broad definition, in addition to outright grants to 
public charities, minimum distribution requirements can also be met by: 
(1) paying administrative expenses of the foundation, including salaries, 
which can go to family members, (2) making contributions to donor-advised 
funds (from which there are no further payout requirements), and (3) making 
program-related investments.21 Taken together, these rules provide ample 
opportunity for foundations to satisfy their 5% payout obligation without 
making any traditional grants to support charitable activities. 

A. Administrative Expenses 

A private foundation can meet its 5% payout requirement by paying 
salaries, trustee fees and other administrative expenses. The only limitation 
on administrative expenses is that they be “reasonable and necessary.”22 
Once they satisfy that standard, there is no overall limitation on the total 
amount of administrative expenses that can qualify. 

The result of this rule is that a significant portion of a private 
foundation’s payout obligation can be met by salaries, rent, trustee fees and 

                                                                                                                           
 

20 Excluded from this are contributions to organizations controlled by the foundation or a 
disqualified person with respect to the foundation and contributions to private foundations. I.R.C. 
§ 4942(g)(1)(A). 

21 Id. 
22 Id. 
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travel expenses. The ability to credit these expenses might make sense for the 
largest private foundations with professional staffs, since the charitable work 
that these organizations are doing is primarily the administrative work of 
choosing and supporting grants. However, this rule allowing unlimited 
administrative expenses is more troubling in the context of small family 
foundations where a significant portion of the administrative fees is likely to 
flow to the donor’s family and friends.23 Thus, to return to our example of 
our $10,000,000 foundation, it is possible for most or all of the $500,000 
payout requirement to be met by paying salaries to the donor’s children, 
maintaining a nice office space and paying travel expenses for annual 
meetings in exotic locales. 

In part to address these concerns, in 2003 bi-partisan legislation 
proposed adjustments to the administrative expenses provision.24 The 
proposed legislation would have prohibited operating expenses, like rent and 
salaries, from qualifying as distributions for purposes of the 5% payout rule.25 
However, the legislation did not pass—meaning private foundations can 
continue to include administrative expenses within qualifying distributions 
to meet the 5% payout rule. 

B. Donor-Advised Funds 

Private foundations most typically meet their payout obligations by 
making outright distributions to public charities. Typically, these donations 
take the form of outright distributions to universities, hospitals, churches, 
food banks, museums and other organizations, engaged in direct charitable 
activities. Applied this way, it is easy to understand how Congress believed 
the payout rule would assure that private foundation assets would be put to 
current charitable use. 

                                                                                                                           
 

23 Sloan C. Wiesen, Foundation Alms for the Rich?, NAT’L COMM. FOR RESPONSIVE 
PHILANTHROPY (2003), http://www.ncrp.org/wp-content/uploads/2020/06/RP-Fall2003-Foundation_ 
Alms_for_the_Rich.pdf. 

24 See, e.g., CARE Act, S. 272, 108th Cong. (2003); Charitable Giving Act, H.R. 7, 108th Cong. 
(2003). 

25 Ian Wilhelm & Brad Wolverton, Pushing Grant Makers, CHRONICLE OF PHILANTHROPY 15 
(May 15, 2003). 
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However, the term public charity is not limited to those organizations 
engaged in direct charitable work. It also includes grant-making 
institutions—like community foundations—provided the organization 
receives broad public support.26 Thus, private foundations can also meet their 
payout obligations by making distributions to community foundations and 
other publicly supported grant-making organizations. 

This exception originally did not raise many concerns because the 
ultimate spending decisions over community foundation funds were made by 
the managers of the community foundations and there was every reason to 
believe that spending decisions would be based on the interests and needs of 
the community being served. 

However, community foundations promoted a vehicle that would prove 
to be very effective in attracting charitable dollars (even if less effective in 
getting funds to the local community): the donor-advised fund.27 In order to 
accomplish the tax goals of giving the donor a current charitable donation, 
contributions to donor-advised funds are structured as outright gifts to the 
sponsoring organization (in this case, the community foundation). But the 
understanding of the parties is that donors, or their designated agents, are 
given advisory rights which amount to on-going de facto control over the 

                                                                                                                           
 

26 A charity is treated as receiving broad public support if it receives at least one-third of its support 
from the general public (defined as individuals who have provided less than 2% of the organization’s 
support). RAY D. MADOFF ET AL., PRACTICAL GUIDE TO ESTATE PLANNING (2020). 

Community Foundations developed the DAF as a fundraising tool that appealed to donors 
who wanted to remain involved in advising how their donated funds should be spent. After 
making a typically large gift a donor could consult with community foundation staff about 
how best to direct funds for the benefit of the community served. The model was 
consultative, between donor and institution, and mission focused—grounded by the place-
based exempt purpose of the community foundation. 

Roger Colinvaux, Defending Place-Based Philanthropy by Defining the Community Foundation, 2018 
BYU L. REV. 1 (2018). 

27 Donor advised funds are legally described in I.R.C. § 4966(d)(2) as 

a fund or account: (i) which is separately identified by reference to contributions of a donor 
or donors, (ii) which is owned and controlled by a sponsoring organization, and (iii) with 
respect to which a donor (or any person appointed or designated by such donor) has, or 
reasonably expects to have, advisory privileges with respect to the distribution or investment 
of amounts held in such fund or account by reason of the donor’s status as a donor. 
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investment and spending of donated assets.28 As a result of this 
understanding, donor-advised funds function like charitable checking 
accounts. The funds remain in the account awaiting instructions from the 
donor. 

The popularity and use of DAFs exploded beginning in 1991 when 
Fidelity created the first commercial DAF sponsor—Fidelity Charitable. 
Although Fidelity Charitable adopted the structure of a community 
foundation, the organization did not purport to stand for any particular 
charitable purpose—other than the creation of donor-advised funds.29 
Commercial DAFs provide another popular means by which private 
foundations can meet their 5% payout requirement, while still retaining de-
facto on-going control over their contributed assets. 

Thus, in our above example, if a private foundation is funded with 
$10,000,000, it can fully meet its payout requirement by distributing 
$500,000 each year to a donor-advised fund where the funds can remain 
under the foundation’s or donor’s on-going control, and there are no further 
payout rules applicable to this fund. 

This ability to avoid payout rules by contributing to a donor-advised 
fund is difficult to justify in light of the temporal logic of the payout rule. 
Although it is understandable why some private foundations might want the 
flexibility afforded by donor-advised funds, this is different from whether 
this rule is good policy. 

C. Program-Related Investments 

Program-related investments (PRIs) represent the latest expansion of the 
concept of payout. PRIs are similar to grants, but unlike grants, the private 
foundation expects to get a return of capital and in some cases an investment 
return on their program-related investment. As explained in one article 
geared to practitioners, by using PRIs, private foundations can “serve as 

                                                                                                                           
 

28 This disconnect between the legal agreement and the governing understanding of the parties is 
captured in the statutory definition of donor-advised funds in IRC Section 4966. See I.R.C. § 4966(d)(2). 

29 Ryan Macpherson et al., Donor-Advised Funds: An Underutilized Philanthropic Vehicle to 
Support Innovation in Science and Engineering, MIT INNOVATION INITIATIVE 7 (June 2017), https:// 
innovation.mit.edu/assets/MIT-PRIME_DAF.pdf. 

 



 

 
3 5 0  | P i t t s b u r g h  T a x  R e v i e w  |  V o l .  1 7  2 0 2 0  

 
Pitt Tax Review | ISSN 1932-1821 (print) 1932-1996 (online)  
DOI 10.5195/taxreview.2020.113 | http://taxreview.law.pitt.edu 

venture capitalists by providing seed capital to domestic and foreign for-
profit companies, use all manner of creative financial structures (debt, equity, 
or a combination of both), and take it all into account as ‘qualifying 
distributions’ for the year.”30 Like administrative expenses, the concept of 
program-related investments is not without justification—however, the 
contours of the concept have become so elastic that, depending on how they 
are structured, program-related investments can allow private foundations to 
grow their own assets and also grow the wealth of for-profit companies and 
their shareholders in ways that seem to conflict with the larger purposes of 
the 5% payout rule. 

Program-related investments affect payout rules in two ways: first, a 
program-related investment can be used to satisfy a private foundation’s 5% 
payout requirement.31 Second, in calculating what that payout requirement 
is, program-related investments are not counted as part of the foundation’s 
assets used to calculate the 5% payout requirement.32 For example, a private 
foundation that has total assets of $10,000,000, of which $6,000,000 is 
invested in program-related investments, need only distribute 5% of 
$4,000,000 in order to satisfy its payout requirement. In addition, it can do 
so by making an additional program-related investment of $200,000. If a 
private foundation were to invest all of its assets in “program related 
investments” it would have no further payout obligations. 

Given the powerful effect of program-related investments on payout 
requirements, it is particularly important to circumscribe the definition of 
what constitutes a program-related investment in such a way that it ensures 
that the grants are truly providing a public benefit. Nonetheless, the trend in 
the law has been to significantly liberalize the scope of program-related 
investments with no concern of the issues that they might raise. 

Based on the legislative history, the original concept of program-related 
investments was fairly limited to include such investments as low- or no-

                                                                                                                           
 

30 Ofer Lion & Douglas M. Mancino, PRIs—New Proposed Regulations and the New Venture 
Capital, 24 TAX’N OF EXEMPTS 3, 3 (2012). 

31 Treas. Reg. § 53.4942(a)-3(a)(2)(i) (as amended in 1986). 
32 Treas. Reg. § 53.4942(a)-2(c)(3)(ii)(d); Paul Brest, Investing for Impact with Program Related 

Investments, STANFORD SOCIAL INNOVATION (Summer 2016), https://ssir.org/articles/entry/investing_ 
for_impact_with_program_related_investments. 
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interest loans to needy students or funds for low-income housing and urban 
renewal.33 Each of these investments arguably fit comfortably within the 
notion of funds spent for charitable purpose.34 However, in recent years, 
changes to the regulations have made clear that the concept of program-
related investments has been significantly expanded to include a wide array 
of traditional investment assets, including equity stakes in for-profit 
companies. 

Program-related investments is a complex issue because these 
investments can accomplish significant current good. However, because the 
requirements around PRI’s are so lenient, PRI’s can also be used simply to 
divert the foundation’s resources into long term investments that provide no 
meaningful current benefit and allow the foundation to otherwise avoid the 
5% payout requirement. 

Under the rules, investments must meet three requirements to be treated 
as a program-related investment.35 First, the investment’s primary purpose 
must be to accomplish one or more of the foundation’s charitable purposes.36 
To do this, it must both significantly further the foundation’s charitable 
purposes and not have been made but for that achievement. Second, income 
production must not be a significant purpose for making the investment.37 
Third, the investment must not further lobbying or other political activities.38 
Because these standards largely focus on the subjective mind-set of the 
foundation managers (that the investment be made for charitable and not 

                                                                                                                           
 

33 See J. COMM. ON TAXATION, supra note 11, at 46 (“[T]he Act makes it clear that a program-
related investment—such as low-interest or interest-free loans to needy students, high risk investments in 
low-income housing, and loans to small businesses where commercial sources of funds are unavailable—
is not to be considered as an investment which might jeopardize the foundation’s carrying out (of its 
exempt purpose (since such an investment is classified as a charitable expenditure.) To qualify as program 
related, the investment must be primarily for charitable purposes and not have as one of its significant 
purposes that of deriving a profit for the foundation.”). 

34 Although one might question whether a slightly below-market loan of $100,000 should receive 
the same credit for purposes of qualifying distributions as an outright charitable grant of $100,000 or even 
as a loan that is significantly below market rate. 

35 Treas. Reg. § 53.4944-3(a) (as amended in 2016). 
36 Id. § 53.4944-3(a)(1)(i). 
37 Id. § 53.4944-3(a)(1)(ii). 
38 Id. § 53.4944-3(a)(1)(iii). 
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investment purposes), these standards provide very little assurance that the 
program-related investment will accomplish a meaningful charitable 
purpose. 

Since 1972, the governing Treasury Regulation Section 53.4944–3(b) 
has contained nine examples illustrating investments that qualify as PRIs and 
one example of an investment that does not qualify as a PRI.39 These long-
standing original examples focus on domestic situations principally 
involving economically disadvantaged individuals and deteriorated urban 
areas. However, even under these standards, the IRS authorized a variety of 
different investments in for-profit companies that were deemed to qualify as 
program-related investments, including investment in a for-profit corporation 
formed for the purpose of financing and promoting the expansion of 
environmentally oriented businesses that would contribute to conservation 
and economic development in economically and/or environmentally 
sensitive areas. The corporation had dual goals of providing a rate of return 
and demonstrating a clear environmental benefit through each investment.40 

In 2012, the Treasury and the IRS proposed to add nine contemporary 
examples to highlight the broad function and applicability of PRIs as they 
envisioned them.41 As attorneys David Levitt and Robert Wexler noted, the 
Treasury and the IRS appeared to be encouraging foundations to use PRIs in 
2012 by proposing to add new examples, all of which describe a case where 
an investment qualifies as a PRI.42 The 2012 proposed regulations were 

                                                                                                                           
 

39 The one example that did not qualify was written so broadly as to provide no guidance at all: “X, 
a private foundation, invests $100,000 in the common stock of corporation M. The dividends received 
from such investment are later applied by X in furtherance of its exempt purposes. Although there is a 
relationship between the return on the investment and the accomplishment of X’s exempt activities, there 
is no relationship between the investment per se and such accomplishment. Therefore, the investment 
cannot be considered as made primarily to accomplish one or more of the purposes described in section 
170(c)(2)(B) and cannot qualify as program-related.” Treas. Reg. § 53.4944-3(a), ex. (7) (as amended in 
2016). 

40 I.R.S Priv. Ltr. Rul. 20-01-360-26 (Sept. 7, 2001). The IRS concluded that although the 
foundation expected a financial return, the investment was made directly to accomplish the foundation’s 
charitable goals and thus qualified as a PRI. David Levitt & Robert Wexler, Proposed Regulations Would 
Bring Program-Related Investments Into the 21st Century, 17 J. TAX’N 100, 109 (2012). 

41 Treas. Reg. § 53.4944-3(a); Examples of Program-Related Investments, 77 Fed. Reg. 76, 23429 
(Apr. 19, 2012). 

42 Treas. Reg. § 53.4944-3(a); Examples of Program-Related Investments, 77 Fed. Reg. 76, 23429 
(Apr. 19, 2012); Levitt & Wexler, supra note 40, at 109. 
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finalized in 2016 with some revisions. The regulations now make clear that 
PRIs can be “loans, acquisitions of stock, a combination of the two, linked 
deposits, and guarantees” and may be made domestically or in other 
countries.43 

Once an investment qualifies as a program-related investment, a private 
foundation can retain the investment even if it becomes profitable. For 
example, a private foundation interested in improving the environment could 
decide to invest its full $10,000,000 in plant-based meat alternatives. If the 
purpose of the investment is to promote the environment and not to make a 
profit, then it will count for purposes of the foundation’s payout rules (it will 
also avoid penalty as a jeopardizing investment). The foundation could hold 
on to that investment for the life of the foundation and fully meet its payout 
requirements. 

One of the challenges to building sensible rules in this area is the fact 
that the term “program-related investment” for purposes of the payout 
requirement is borrowed from the rules applicable to “jeopardizing 
investments.”44 The jeopardizing investment rule is designed to discourage 
foundation managers from making excessively risky investments; and, 
program-related investments serve as an exception to this rule.45 However, 
the general rule regarding jeopardizing investments has come under some 
attack recently. Professor Richard Schmalbeck recommends repealing I.RC. 
§ 4944, on the ground that the rule “impose[s] compliance costs, and may 
chill investment strategies that would be beneficial for foundations as a 
whole.”46 It is not surprising that there would be broad support for carving 
out general exceptions, including for program-related investments, given the 
disfavor with which Schmalbeck and others hold the rules governing 
jeopardizing investments. Nonetheless, in the context of the satisfying the 
minimum distribution rule, with its important place in legitimating private 
foundations, it makes sense to be mindful of the actual charitable impact, 
rather than just the intent of the board in making these investments. 

                                                                                                                           
 

43 Levitt & Wexler, supra note 40, at 109. 
44 See I.R.C. § 4944. 
45 Richard Shmalbeck, Reconsidering Private Foundation Investment Limitations, 58 TAX. L. REV. 

59, 66 (2005). 
46 Id. at 108. 
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III. REFORMING PAYOUT 

Private foundation payout rules play an important role legitimating 
private foundations and providing seeming justification for the significant tax 
benefits afforded to their donors. However, as discussed in this Article, closer 
inquiry reveals that payout rules as they are currently drafted operate more 
as a fig leaf than as a true assurance that private foundations will provide 
regular public benefit. The ability of private foundations to meet their payout 
obligations by paying salaries to family members, making distributions to 
donor-advised funds and investing in program-related investments, all 
suggest that if payout is going to justify tax benefits, reform is in order. 

Some of these reforms are relatively easy and straightforward. 

First, payout rules should be reformed to provide that private 
foundations can no longer meet their payout requirement by paying salaries 
and other expenses to family members or by making contributions to donor-
advised funds. Although both of these are allowed by the letter of current 
payout rules, they clearly undermine the broader purpose of assuring that 
private foundation assets provide regular on-going public benefit. 

The rule regarding program-related investments qualifying for payout is 
a more complex one and my proposal here is in tentative form only. While 
investments can arguably produce public good, the question is whether the 
investments allowed under the current program-related investment rules 
provide the same level of good as an outright grant. Current rules are unlikely 
to assure sufficient public benefit since their focus is on the subjective intent 
of the foundation managers and not on the actual public benefit provided by 
the investment. Given the market interest in attracting private foundation 
funds, the rules should do more to ensure that the public benefit is not being 
subverted. 

One possible answer is to reform the rules to establish some objective 
metric that assures that program-related investments truly serve public ends 
at a level that is comparable to charitable grants. Alternatively, the rules 
governing program-related investments could be modified to provide that 
program-related investments would no longer serve as a qualifying 
distributions for purposes of the 5% excise tax but would continue to apply 
as an exemption from the jeopardizing investment rule. One advantage of 
this approach is that if we remove program-related investments from 
qualifying for the payout rule, we can liberalize the definition of program-
related investments to take out the requirement that “income production must 
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not be a significant purpose for making the investment.” This would make it 
easier for a foundation’s investments to qualify as a program-related 
investment for purposes of the jeopardizing investment rule, making it easier 
for private foundations in the investment of “the other ninety-five percent of 
their assets.” 




	Blank Page


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice




