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that the formula for change in assets does not subtract out new
contributions. Table 2 summarizes the results.

TABLE 2: AVERAGE PRIVATE FOUNDATION INVESTMENT RETURNS PLUS

NEW CONTRIBUTIONS

Grow\thi Rate Per- Firm., Nominial Grw,thi Rate Per-
Real Dollars Firmi Overi Nominal UIS GDP

Mean 18.17% 2.72
Medlianl 8.1 3%l 1.61

Notes: Reflects period 1985 to 2011. Inflation calculated using historical PCE deflator data from the
US Bureau of Economic Analysis. Individual firm data are winsorized and weighted by firm mean
assets. Source: IRS PF-SOI cumulative file.

As Table 2 shows, the combination of investments and donations
would allow foundations to grow at more than 18% a year on average. I
also find that foundation assets grow considerably faster than the
economy: The median firm grew more than 60% faster than the US

225economy.
Because I measure only within-foundation changes, these data might

either over- or understate assets available to the foundation sector as a
whole, as foundations may close or new foundations may open. Survey
data from the Foundation Center report that the number of foundations
grew from 64,000 to 86,000 between 2002 and 2012, and that new gifts to
foundations have been roughly equal to total foundation grants paid in
about half the years over that period.2 26 That is, in half of the years in the
last decade the foundation sector has, on net, not spent any of the
investment return on its assets." Foundation Center data show that
foundations have usually grown by more than 5% annually, net of
expenditures, implying that there is room for considerably greater

228spending.

225. I include share of GDP because, as Gene Steuerle argues, "[t]he absolute size of the
foundation sector may not be so important as its size relative to national wealth." Steuerle, supra note
198, at 428. I compare each firm's growth rate to the growth in GDP over the period we have data for
that firm. This explains why the ratio for mean GDP ratio is not more than double the ratio for median
GDP ratio: the GDP growth rate is different for the mean and median firm.

226. Foundation Stats, FOUND. CTR., http://data.foundationcenter.org/about.html#quick-start (last
visited Apr. 19, 2016), archived at https://perma.cc/43C8-867G.

227. See id.
228. Id.; see also PERRY MEHRLING, NAT'L NETWORK OF GRANTMAKERS, SPENDING POLICIES

FOR FOUNDATIONS: THE CASE FOR INCREASED GRANTS PAYOUT 7 (1999), available at
https://economics.barnard.edu/sites/default/files/inline/spending policies.pdf (examining Foundation
Center data for 1980s and 1990s).
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Figure 2 illustrates foundation inflows and outflows between 1985 and
2011. Notably, there was not a single year during this period when real
total foundation savings declined.

FIGURE 2: AGGREGATE FOUNDATION REVENUES AND EXPENDITURES,

1985-2011

Notes: Values summed across all sampled foundations. Dollar values deflated to 2011 dollars using
the PCE deflator. Source: IRS PF-SO1 2011 Cumulative File. Number of firm-years: 228,407.

3. Summary and Caveats

I believe these data make a strong case that, even assuming foundations
should do nothing but spend an equal amount of money every year in
perpetuity, the amount the law could demand they spend should be much
higher than the present 5%. Admittedly, however, there might be some
offsetting costs to higher spending rates. We do not presently know how
donors would respond to an increased payout requirement. If donors view
payout rates as burdensome, they might shift to giving directly to
operating charities, and it is also possible that overall contributions to
charity could fall. This effect could be offset if managers are concerned
about falling asset balances and work harder to bring in new donations. If
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managers dislike high payout rates or fundraising, however, they might
demand greater compensation. There is some existing evidence that
managers at faster-paying firms earn a bit more,229 and I find a similar
trend in my data, as detailed in the Appendix. This latter cost is a modest
portion of foundation resources, however.

More problematically, if managers view payouts as in effect a tax, they
might be less willing to exert effort at earning a high return on foundation
assets. There is some evidence that pre-1981 law, which imposed in effect
a 100% payout requirement on foundation earnings above 5%, somewhat
depressed foundation investment performance.2

10 But reforms to increase
payouts to something like 10% or 15% would be a much less draconian
burden than 100%, so it is hard to know whether the pre-1981 scenario
would return under my proposals. More empirical work on these questions
would be useful going forward.

D. Section 4940: Federal Tax on Net Investment Earnings

In addition to requiring a minimum payout of foundation net assets,
Congress also imposes a small tax on net foundation investment earnings
("NIE").231 Ordinarily, the tax rate is 2%, but an organization can cut that
to 1% if its annual payout share exceeds its average over the previous five-
year period.232 Given this low rate, and the fact that net earnings are only a
fraction of the value of the foundation's total investments, the total amount
of tax is tiny compared to the payout requirement. In my data, the mean
tax payment is just $35,000, or about one-tenth of 1% of the average
firm's investment assets.233

In theory, a tax on foundation investment income could spur increased
grant making. Like a carbon tax, the foundation tax would be a
"Pigouvian" tax, or a penalty on a behavior that has undesirable effects for

234others. By reducing the payoff to investing, the tax would make
investing less attractive for managers, relative to other options-in

229. Sansing & Yetman, supra note 223, at 365, also find a significant correlation between payout
rates and compensation.

230. Salamon, The Performance, supra note 205, at 243-44. Salamon notes that overall market
conditions were also changing during this period, making causation difficult to pin down. Id.

231. J.R.C. § 4940 (2014).
232. For a cogent summary of the intricacies of the tax, see Yoder & McAllister, supra note 82, at

49.
233. See infratbl.A.1.
234. See GRUBER, supra note 60, at 141-42 (describing Pigouvian taxes).
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economics lingo, this is the "substitution effect" of the tax. 5 So managers
would be more inclined to spend, although potentially some of that
spending might be on their own salary and perks rather than grant
awards .236

But taxes also could affect foundations in other ways. Right now,
foundations can aggressively switch between investments without
worrying that sale of the underperforming asset will trigger a tax on the

237appreciated gains. Making them taxable would undermine this
advantage. Lower returns on investment could also reduce managers'
incentives to put time and resources into asset management, although it
also could spur fundraising to make up for the lost dollars. And donors,
knowing that their contributions will earn lower returns overall, might give
less.238 So even if the foundations actually pay little in tax, the behavioral
side effects of its imposition could reduce the resources available for
charity. Professor Halperin proposes a tax on total assets, rather than
earnings, which could eliminate the first problem but likely not the
others.23

More problematic still, an NIE tax could actually diminish managers'
desire to spend. An economist would say that there is an undesirable
"income effect" that contends with the substitution effect we want to
produce.2 4

0 For example, suppose that in order to maintain the foundation
in perpetuity and protect their jobs, managers prefer to spend only
investment earnings, and will not spend any money directly out of
endowment.4 By reducing the net earnings of the foundation, the tax
would reduce the amount these managers would be willing to spend.

On the other hand, a minimum payout rule, in combination with a
higher tax, might soften the blow of the income effect. Perhaps the relative
influence of the income and substitution effects varies across firms. The
worry would be that the drop in spending due to the income effect at some
firms would outweigh the substitution-driven increase at others. A
minimum payout would help to tip the balance towards greater spending,

235. See id. at 36; see Halperin, supra note 30 (proposing this rationale for a tax on investment
income).

236. See Halperin, supra note 26, at 305-06.
237. Id. at 309.
238. See id. at 301. For evidence, see Heutel & Zeckhauser, supra note 204, at 43.
239. Halperin, supra note 30.
240. GRUBER, supra note 60, at 36; see also Halperin, supra note 26, at 305.
241. One suggestive piece of evidence on this front is that foundations' shift to higher-return

investment strategies closely followed the 1981 reduction of mandatory payout rates. Salamon, The
Process, supra note 86, at 128.
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by constraining firms that would otherwise be inclined to cut their
expenditures. But this would certainly not be a perfect solution.

This might be a situation where carrots, not sticks, offer a better
solution.242 If Congress could offer higher after-tax investment returns to
foundations that pay out more generously, that would flip some of the
unwanted side effects of an investment tax. An investment bonus for
payouts would still create substitution effects in favor of spending, but
would also realign income effects to point in the right direction.243 Since it
would be, in effect, a matching grant for foundation investments, it might
also encourage donors to give more, and managers to work harder.

Current law somewhat approximates this goal, but clumsily. Again, by
exceeding their 5-year historical average payout, foundations can trim
their tax from 2% to 1%.244 One problem with this approach is that, as
others note, it sometimes gives firms the wrong incentive, since increased
payouts in any year will require even higher payouts in the future in order
to secure the 1 % rate.245 My colleague Ray Madoff has recently proposed
a simplified version that eliminates this problem.46 More generally,
though, it is unclear that a 1% carrot is enough of an incentive: the right
bonus could be 5% or 10%.247

All of this is to say that the optimal rate of tax on foundation
investments depends on a set of tradeoffs. Since we don't yet have good
data on how firms would respond to a significant tax, the correct rate is
unclear, and might well be negative-that is, the best policy might be a
subsidy, not a tax at all.

What we do know is that foundations with living donors behave quite
differently than firms whose founders are long gone: foundations with
deceased donors are much more likely to distribute only the statutory
minimum.24' Potentially, the ideal policy would impose different rates of
tax, or offer different rates of subsidy, depending on these kinds of basic
firm demographics. For instance, for "old and cold" foundations that are

242. For a more complete discussion of the carrot/stick tradeoff, see Brian Galle, The Tragedy of
the Carrots: Economics and Politics in the Choice of Price Instruments, 64 STAN. L. REv. 797, 831-
40 (2012).

243. Id. at 832.
244. See supra note 232 and accompanying text.
245. Sansing & Yetman, supra note 223, at 367; Yoder & McAllister, supra note 82, at 46-47.
246. Ray D. Madoff, A Better Way to Encourage Charity, N.Y. TIMES (Oct. 5, 2014),

http://www.nytimes.com/2014/10/06/opinion/a-better-way-to-encourage-charity.html? r=0.
247. The 1% cut is a carrot because it enriches firms relative to the existing 2% baseline. Galle,

supra note 242, at 803-04.
248. Salamon, The Performance, supra note 205, at 248-50; Sansing & Yetman, supra note 223,

at 365; Yoder & McAllister, supra note 82, at 47; see also supra fig. 1.
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unable to attract new donations, and whose spending has been persistently
bumping along at the statutory minimum, a tax might make more sense
than a subsidy. The minimum distribution rule already is preventing
untoward income effects, and bonuses may be unlikely to spur new giving.

E. Countercyclical Payouts

In Part IV.B, I argued that restricted spending can be justified to the
extent that foundations play a role in fighting recessions and disasters. We
saw empirically that does not actually happen. One likely reason, as others
have observed, is that current tax law actually discourages recession-
fighting, or "countercyclical," foundation spending.249 Because the
minimum payout rule depends on the value of the foundation's assets in
the prior tax year, and assets tend to decline in value during economic
slowdowns, existing law weakens any incentive for firms to spend during
hard times. Managers' job security concerns may be especially acute
during recessions, compounding the problem. As we saw earlier, a similar
tax flaw is that the incentives for new contributions to philanthropic
organizations also decline during recessions, due to the diminishing worth
of the charitable contribution deduction during those periods.250

Prior proposals to fix these problems are too milquetoast. The main
suggestion, which is sensible, is to calculate the minimum payout floor
based on a multi-year, rolling average of the firm's assets, instead of just
one year at a time." That way, at the beginning of recessions, the average
will include some good years as well as the more recent bad ones 2 But
this idea just doesn't go far enough. Using my sample of foundations, I ran
simulations in which I calculated how much a 3-year inflation-adjusted
rolling average would boost spending during recession years.253 The 3-
year average raised recession spending by about 11.3%, from a mean of
$7.6 million to a mean of $8.5 million. Inflation adjustment is important;
without it, spending increases only 5.5%.

In any event, rolling averages would also have the unwanted side effect
of depressing spending in the period just after recessions, since the post-
recession average would be weighed down by the recessionary asset

249. FREMONT-SMITH, supra note 112, at 2.
250. Steuerle, supra note 198, at 425.
251. Salamon, The Performance, supra note 205, at 251; Steuerle, supra note 198, at 426.
252. Salamon, The Performance, supra note 205, at 251; Steuerle, supra note 198, at 426.
253. For simplicity, I assume that all firms actually meet or exceed their minimum-spending

threshold.
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values. State and local budgets usually lag recessions somewhat.4 The
period of greatest fiscal stress for those governments-and therefore the
time of greatest need for charitable supplements-would be just when
rolling averages would be pushing down foundation spending.

It would be more effective, and more consistent with the best rationales
for restricted spending, to raise the minimum spending floor during
recessions. For example, a simulation of a temporary 2% increase in the
payout floor, to 7% during recessions, predicts a 26% increase in recession

255spending.
To be sure, we should consider carrots for countercyclical spending

alongside, or instead of, the minimum payout stick. For instance, to make
up for shortfalls in donations, Congress and state governments could offer
more generous tax subsidies during times of need, as Congress has
occasionally done before.256

A more dramatic approach would be to add a bonus deduction, perhaps
even refundable, for donations that are earmarked for immediate spending
during recessions. That would accomplish several recession-fighting goals
at once: it would lower taxes, put more people to work, and provide more
safety-net spending. It is possible that the bonus would only change the
timing of some planned gifts, rather than increasing donations overall.25

That, though, would also be socially useful, since the payoff to the
government's subsidy dollar is higher during recessions.

A parallel policy aimed at foundation managers could be to offer bonus
credit against future § 4942 requirements or § 4940 liability. That is, if a
foundation spends a dollar above the 5% floor during a recession, it would
be able to reduce the amount it must distribute after the recession ends by,
say, $1.20 or $1.50. Again, the effect of this incentive would mostly be to
shift the timing of foundation spending,258 but that is exactly what
governments should do: they should move public money from flush times
to hard times. My own view is that this option is hard to defend, since it
would tend to reduce foundation spending rates overall. I offer it for those
who disagree with me about the value of restricted spending, but would
nonetheless like to see foundations act more countercyclically.

254. Rodden & Wibbels, supra note 161, at 57.
255. To simplify, I assume the simulated policy would not affect the foundation's assets except

through the spending rule.
256. See supra note 167 and accompanying text.
257. See Bakija, supra note 123, at 573 (suggesting that some donor response to variations in tax

incentives may be pure re-timing).
258. If donors view spending floors as a tax, there might also be increased donations via the

income effect.
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Finally, foundations could be encouraged to issue more loans or loan
guarantees. Service organizations report that donations and local
government contracts dry up during recessions.25 9 As we saw earlier, a
firm without credit constraints would borrow to smooth revenues over
these tougher periods, especially given the higher marginal returns to its
output-that is, the greater social need-during those times. Foundations
could step in to help service organizations fill this borrowing need.

Current law already offers very mild incentives in this direction,
allowing foundations to count below-market loans to service providers

260against their § 4942 limit. In my sample, though, foundations hardly use
this option at all; barely one-tenth of 1% of foundation assets is given over
to these "program-related investments.', 261

More generous treatment-such as offering bonuses against later
§ 4942 obligations, allowing foundations to earn higher rates of return, or
booking loan guarantees as current expenditures-might help to stimulate
more loans. Even a simple informational campaign could help foundations
to recognize the important role that more aggressive use of loans and
guarantees could serve.

All of these policies would work better if they were automatically
triggered. Timing is crucial for recession-fighting policy.262 Waiting for
Congress to get around to enacting a temporary fix rarely works out
well,263 as our experiences with the 2009 stimulus bill illustrated. A well-
designed statute would trigger whenever economic conditions hit certain
thresholds, such as employment rates that dipped a substantial amount
below historical trends.264

F. Closing Donor-Advised-Fund Loopholes

I mentioned earlier that the last decade has seen a dramatic rise of
donor-advised funds, an alternative to private foundations. Because of
their novelty, DAFs remain exempt from many of the rules that govern

259. See generally, e.g., Noah D. Drezner, Recessions and Tax Cuts: Economic Cycles' Impact on
Individual Giving, Philanthropy, and Higher Education, 6 INT'L J. EDUC. ADVANCEMENT 289 (2006).

260. I.R.C. § 4944(c) (2014); see also David A. Levitt & Robert A. Wexler, Proposed Regulations
Would Bring Program-Related Investments into the 21st Century, J. TAX'N, Aug. 2012, at 100, 102-
03.

261. See infratbl.A.1.
262. See Jeff Strnad, Some Macroeconomic Interactions with Tax Base Choice, 56 SMU L. REV.

171, 179-81 (2003).
263. Christina D. Romer, Changes in Business Cycles: Evidence and Explanations, 13 J. ECON.

PERSP. 23, 37 (1999).
264. See Strnad, supra note 262, at 179-81.
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private foundations-and indeed, DAF organizers attribute much of the
institution's popularity to this freedom.265 In the long run, it will do little
good to reform the rules of private foundation spending if new donors can
use DAFs to avoid the new rules.

Most critically, DAFs are not subject to any minimum payout
266requirement. Contributors to a qualified DAF can claim a full charitable

contribution deduction at the date of transfer, even if the fund itself never
267distributes any money. Furthermore, because the organizations that

sponsor DAFs are usually treated as public charities for tax purposes,
donors get an even more generous tax subsidy than is usually available to

261private foundation contributors.
DAF defenders suggest that no minimum payout rule is needed,

because they claim that as a descriptive matter, payouts from DAFs have
been relatively rapid.269 This is not necessarily true, and also proves less
than the defenders think. The IRS does not currently require DAF
sponsors to report DAF payouts on a fund-by-fund basis.270 Therefore,
sponsors such as Fidelity are able to report aggregate statistics. Judging by
these aggregates, DAF payout rates are respectable, averaging about 16%
of the funds under management annually.2 

1 But we have no way of
knowing whether this could represent a few funds that pay out all their

272money, together with many funds that pay little or nothing. Recent IRS
data suggest that roughly a quarter of DAF sponsor organizations average
close to a 0% payout.27' Further, because DAFs are so new, we don't
know what DAF payout rates will look like when the funds are mature,
especially after the death of the donor. In the private foundation data, old
firms, especially those whose original donors have passed on, spend much
lower shares of their assets than others.2 4

It might also be argued that DAFs raise fewer concerns about agency
costs than foundations. In theory, all the spending decisions of the DAF

265. See Marsh, supra note 17, at 147.
266. Johnny Rex Buckles, Should the Private Foundation Excise Tax on Failure to Distribute

Income Generally Apply to "'Private Foundation Substitutes"
2 

Evaluating the Taxation of Various
Models of Charitable Entities, 44 NEw ENG. L. REV. 493, 509 (2010).

267. See id.
268. Marsh, supra note 17, at 147.
269. U.S. DEP'T OF THE TREASURY, REPORT TO CONGRESS ON SUPPORTING ORGANIZATIONS AND

DONOR ADVISED FUNDS 73-74 (2011) (summarizing advocate comments).
270. Id. at 5, 50.
271. NAT'L PHILANTHROPIC TRUST, 2013 DONOR-ADVISED FUND REPORT 7 (2013).

272. U.S. DEP'T OFTHE TREASURY, supra note 269, at 59.
273. Paul Arnsberger, Donor-Advised Funds: An Overview Using IRS Data, 1 B.C. L. SCH. F. ON

PHILANTHROPY & THE PUB. GOOD 61, 67 (2015).
274. Sansing & Yetman, supra note 223, at 378-79; see also supra fig. 1.

2016] 1199



WASHINGTON UNIVERSITY LAW REVIEW

are made by the contributors, mitigating the problem that managers will
make decisions the donors wouldn't. The DAF agency problem is subtler,
though. DAF sponsors make money by claiming a yearly management fee,
usually a percentage point or two of the assets in the fund.2  The sponsors
therefore have an incentive to discourage distributions. DAF sponsors
have been wonderfully innovative in crafting ways to make it easy to get
money into a DAF, but we haven't seen similar innovations in tools for
spending the money.2 6 Neither of these facts is surprising, given the way
that DAF sponsors are compensated.

G. State Law

Finally, the federal government is not the only charity regulator. State
organizational law provides default rules for the rights and obligations that
nonprofit stakeholders share. Notably, state law provides background
principles for how nonprofit managers invest and spend the organization's
funds.2 In 2006 and the years following, many states undertook dramatic
revision to their investment rules, as they adopted a model act known as
the Uniform Prudent Management of Institutional Funds Act, or
"UPMIFA."

278

A little-noticed provision of UPMIFA could have considerable impact
on foundation spending. UPMIFA's drafters included an optional
provision (modeled on a longstanding Massachusetts rule) allowing
adopting states to create a soft cap on endowment spending for corporate
charities (but not, for the most part, charitable trusts).279 The cap states that
annual spending in excess of 7% of a firm's investment assets would be
presumptively a violation of the manager's duty to the organization,
although the presumption is rebuttable.280 Fifteen states have adopted
some version of the cap, although Ohio's differs from all the others.281

275. Marsh, supra note 17, at 147, 178.
276. See id. at 175-76 (describing bare-bones donation forms employed by DAFs); U.S. DEP'T OF

THE TREASURY, supra note 269, at 50 (noting evidence of low advisory effort by national DAF
sponsors).

277. FREMONT-SMITH, supra note 47, at 304-06.
278. Gary, supra note 25, at 1288-89.
279. See UNIF. PRUDENT MGMT. OF INSTITUTIONAL FUNDS ACT § 4(d) (2006).

280. Id.
281. CAL. PROB. CODE § 18504(d) (West 2015); ME. REV. STAT. tit. 13, § 5104(7) (2015); MD.

CODE ANN., EST. & TRUSTS § 15-403(d) (West 2015); MASS. GEN. LAWS ch. 180A, § 2 (2015);
MONT. CODE ANN. § 72-30-209(4) (2015); NEV. REV. STAT. § 164.667(4) (2015); N.H. REV. STAT.
ANN. § 292-B:4(VI) (2015); N.Y. NOT-FOR-PROFIT CORP. LAW § 553(d) (McKinney 2015); N.D.
CENT. CODE § 59-21-03(4) (2015); OHio REV. CODE ANN. § 1715.53(D) (West 2015); OR. REV. STAT.
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My empirical analysis shows that the cap has had an impact on
foundation spending. Table 3 reports the results of a regression analysis
comparing firms in UPMIFA-adopting states before and after the adoption
of the spending cap. I first examine the effect of changes in law within
firms over time, comparing firms where the cap took effect against other
firms in the same state that are not governed by UPMIFA-a so-called
"difference in differences" analysis. The imposition of a cap seems to
reduce average spending in newly capped firms by about 8% and reduces
the likelihood that the firm will exceed the federal floor by 7%. In another
analysis, detailed in the Appendix, I also find that, comparing firms
subject to a cap to similar firms in uncapped states, capped firms are 30%
less likely to exceed the 5% federal spending floor.

TABLE 3: EFFECT OF DEFAULT SPENDING CAP ON FOUNDATION
EXPENDITURES

(1) (2)
VARIABLES Does Firm Pay Over Five Log of Grants

Percent Floor? Awarded

Year subject to cap -0.071O*** -0.083W::*
(-4.971) (-5.938)

Log officer comp. 0.061 0.0949:..
(3.348) (3.356)

R-squared 0.096 0.037

Notes: Coefficients reported with (z-score). Regressions include controls for foundation net assets,
donations received, officer compensation, income, and negative income; state expenditures,
population, and share of population under 26 and over 64; and state, firm, and calendar-year fixed
effects. Number of firms: 7,477. ***: statistically significant at the 1% level.

There is no obvious policy justification for the spending cap, and it is
reducing the money available for current charitable needs.282 The policy
recommendation here is simple. States should repeal their caps. Further,
some states have adopted tax incentives to lure restricted-spending

§ 128.322(4) (2015); TENN. CODE ANN. § 35-10-204(d) (2015); TEX. PROP. CODE ANN. § 163.005(d)
(West 2015); UTAH CODE ANN. § 51-8-304 (West 2015); WYO. STAT. ANN. § 17-7-304(d) (2015).

Ohio sets the cap at 5% and flips the presumption, stating that spending under 5% is
presumptively prudent. OHIO REV. CODE ANN. § 1715.53(D).

282. UPMIFA's drafters included the cap provision out of "[c]oncern that charities would be
tempted to spend endowment assets too rapidly." Gary, supra note 25, at 1314.
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283
vehicles away from other states. Others should resist this kind of
destructive race to the bottom, and federal rules disfavoring restricted
spending might help in that direction.

CONCLUSION

Choosing exactly the right regulations for restricted-spending charities
won't necessarily be easy or obvious, but we probably know enough today
to take some first steps. The arguments in favor of subsidizing charitable
gifts subject to restricted spending are surprisingly thin. Future
philanthropy is often predictably of lower value than charity today. To the
extent that waiting has value, that goal can be met through policies other
than perpetually restricted spending: Organizations can raise new money,
and government policy can encourage organizations to set aside money
temporarily to distribute in a later crisis.

The real question, then, is how best to reconcile the unappealing nature
of restricted spending with the welter of current laws that support and
encourage it. To be sure, any policy change could have unwanted side
effects. If we demand that donors allow their gifts to be spent more
quickly, there is some potential that donors or managers could change
their behaviors in response. But there is no evidence right now to suggest
that this effect would be a major factor. There is, on the other hand,
considerable evidence-including new data I have reported here-that
foundations could continue indefinitely even under much higher rates of
spending than the law now requires. Further, there seem to be no worries
about side effects from revoking several of the more egregious, and
unjustified, rules propping up restricted spending, such as the non-
regulation of donor-advised funds and state laws that seem to have no
purpose other than a race to the bottom to entice foundation-lawyering
business from state to state.

In sum, while caution is appropriate, this is an area where some of the
fruit are hanging low indeed. Policy makers should consider some first
steps now, and researchers can study whether these steps give any
indication that more dramatic action to curb restricted spending would
have unwanted impacts.

283. Irvin, supra note 10, at 454.
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APPENDIX

The foundation data used throughout this Article are derived from the
2011 Cumulative PF-SOI data file compiled by the National Center on
Charitable Statistics ("NCCS"). NCCS collates data from individual Form
990 tax returns filed by each foundation and then machine-scanned by the
IRS. The Cumulative file includes tax returns for fiscal years spanning
1985 through 2011. Not all organizations are included in the PF-SOI data;
instead, the data are a stratified sample, with overweighting of the largest
firms. Unless otherwise noted, I use sample weighting to recover the
population distribution.

Except where noted, I deflate nominal values to real dollar amounts
using the PCE index calculated by the Bureau of Economic Analysis.
Table A. 1 provides a statistical overview of the data; data reported in this
table are not winsorized but are sample weighted.

TABLE A. 1: SUMMARY STATISTICS

Variable Mean SD Min Max
Donations 38 6773 1.6F6E07 0 1.40E+)F

Fundraising 498220.9 9426910 0 3.77E+09

Assets 6 170387 1.3 IE+08 0i 3F+10

Taxable Trust? 0.00345 0.018572 01

Operating Foundation? 0 2080 IS 0)2721 1 1

§ 4942 Expends 477772.4 9200223 0 3.77E+09

Other Income 33831.49 127 1622 -3.F54+08 4.14E+ 08-,'

Total Income 848706.7 2.1OE+07 -4.63E+08 1.39E+10

Officer Comp. 1085059 81551.72 9371595

Grants Paid 415127.2 1.05E+07 0 4.16E+09

All Expends 534889.7 1.17E+07 04.72E+09

Liabilities 233251.6 1.49E+07 0 1.29E+10

Payout / Inv. Assets 1575511 69. 1.112 18773.4

Net Investment Assets 5532168 1.22E+08 0 3.55E+10

UPMEFA in Effect 0169227 037499 3 0I

Prog. Related Inv. ($) 34342 821275 0 1.68E+08

Notes: Number of Observations: 228,407. All dollar figures deflated to 2009 dollars using the PCE
deflator.
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Foundation Returns on Investment

Part V.C.1 describes the historical rate of return on foundation
investments. For the most part, I replicate the methodology of Cambridge
Associates, Inc. ("CAI"), which has prepared a series of prior reports, but I
use my full sample of thousands of foundations, rather than CAI's four
dozen. I omit private operating foundations and nonexempt charitable
trusts.

To calculate the average compounded rate of return, I follow the
method for imputing investment returns provided in the 2000 CAI report
Appendix D. That is, the imputed annual rate of return, before inflation, is:

(net investment assets, - net investment assets, 1 + expenditures, +
taxes paid, - new contributions,) / net investment assets,

where the subscripts t and t-] indicate that values are for the current fiscal
year and the antecedent year, respectively.2 84 In order to translate these
figures into a compounded rate of return, I link the individual annual
observations in a geometric sequence and compute an annual rate of return
using the standard compound growth rate formula.

As typically occurs with large financial databases, the resulting values
include some extreme outliers. A standard research practice in this context
is to "winsorize" the data, which is to drop observations falling in the
highest and lowest percentile of results.285 Hand examination of samples of
the dropped observations suggests that many seem to have been carelessly
reported or inaccurately scanned, with implausible values for key inputs

286into the formula. Again, following the methodology of the CAI report, I
also weight the results by firm assets.

I calculate real rates of return using three measures of inflation. The US
government uses different measures of inflation for different purposes.

284. The CAI study is unclear on whether it uses current- or antecedent-year-values for
expenditures, taxes, and new contributions. Logically, since the value we are reconstructing is the
change in asset values between the end of year 0 and the end of year 1, these should be year 1 values.

Both expenditures and taxes paid are included in the equation because the instructions for the
"total expenditures" field on the Form 990 direct the firm to exclude the amount of taxes paid when
calculating the "total."

285. Dhiren Ghosh & Andrew Vogt, Outliers: An Evaluation of Methodologies, 1 AM.
STATISTICAL ASS'N SECTION ON SURVEY METHODS-JOINT STATISTICAL MEETING 2012, at 3455,

3456 (2012).
286. For example, NCCS attempts to flag and correct returns for which some values are reported

in dollars and others in thousands of dollars, but they do not claim, and likely could not realistically
achieve, complete success in that effort.
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Three of the major measures are CPI, PCE, and the GDP deflator.28 Each
measure varies somewhat from the others in which goods are included in
the "basket" whose price is observed, the method of estimating consumer
responses, and similar technical details.288 CPI itself has two variants,
standard and "chained" CPI. 289 Chained CPI and PCE each assume that, as
prices rise, consumers will switch to cheaper alternatives, while standard
CPI assumes (probably unrealistically) a fixed basket of goods.290 PCE is
probably the best measure of the inflation rate facing foundations, since it
is chained and its basket explicitly is modeled to include items commonly
purchased by service-providing nonprofits, while CPI tracks only goods
bought by consumers.29 1

In any event, I calculate real rates of return separately for CPI, PCE,
and GDP deflator. I allow each firm to face an individualized inflation rate
by comparing monthly inflation rates for the last month of the firm's fiscal
year in the first year the firm appears in the SOI file against the monthly
CPI-U for the last month the firm appears.292

Recessionary Spending Simulation

Part V.D reports the simulated effect on recessionary spending of a
policy in which firms use an inflation-adjusted 3-year average of their
minimum payout floor. Recession dates are derived from NBER

29determinations. 9  I code a year as recessionary if the economy was
contracting for more than one month of that year.294 To run the simulation,
I assume that any firm that met its minimum payout rate in reality would
also meet any increased payout triggered by the use of a 3-year average;

287. Clinton P. McCully et al., Comparing the Consumer Price Index and the Personal
Consumption Expenditures Price Index, SURVEY OF CURRENT Bus., Nov. 2007, at 26, 26; What Is an
Implicit Price Deflator and Where Can I Find the GNP IPD?, U.S. BUREAU OF ECON. ANALYSIS,
http://www.bea.gov/faq/index.cfmfaq id=513 (last updated Mar. 19, 2009), archived at
https://perma.cc/3CWH-JNFC.

288. See McCully et al., supra note 287, at 28-30.
289. Sean Sullivan, The Ins and Outs of 'Chained CPI' Explained, WASH. POST (Apr. 10, 2013),

https://www.washingtonpost.com/news/the-fix/wp/2013/04/10/the-ins-and-outs-of-chained-cpi-explain
ed].

290. See McCully et al., supra note 287, at 28.
291. See id. at 29.
292. Because historical GDP deflator data are only available quarterly, I use the quarter closest to

the close of the firm's fiscal year in place of the actual month.
293. US Business Cycle Expansions and Contractions, NAT'L BUREAU OF ECON. RES.,

http://www.nber.org/cycles.html (last visited Apr. 19, 2016), archived at https://perma.cc/85F2-
M7MB.

294. I therefore code 2007 as non-recessionary, since the economy was contracting only in
December of that year.
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this assumption may slightly overstate the real impact of a higher floor.
For simplicity, I assume that changing the floor does not affect firms
whose spending exceeded the simulated floor amount or those that missed
their real minimum.

After winsorizing and weighting by firm mean assets, I find that mean
spending during recessions was $7.63 million, while simulated spending
using the 3-year average would rise to $8.49 million, an increase of
11.3%. If averaging is done with nominal rather than inflation-adjusted
floor amounts, spending would increase only 5.5%. In contrast, a
simulation of a 7% floor increases mean recession spending to $9.62
million, a 26.1% increase.

Effect of Default Spending Caps

Part V.G describes the results of regression analyses in which I
examine the impact of a state law default presumption of imprudence for
firms spending in excess of 7% of their net investment assets. To control
for the effects of other reforms that might affect spending, I limit the
analysis to states that enact UPMIFA, a 2006 model act adopted by forty-
six states between 2006 and 2011. UPMIFA includes an optional provision
imposing the 7% cap, and thirteen states either adopt the model provision
or already had one in place as of the date UPMIFA went into effect. Data
on UPMIFA adoption date and cap adoption were hand collected and
coded. Because Ohio's cap rule is dissimilar from all other states, I omit
Ohio from the analysis. My results aren't meaningfully affected by
dropping Ohio.

I estimate the impact of the cap three different ways. The first two
employ fixed-effects panel regressions, with the dependent variable either
logged grants awarded or the share of firms distributing qualifying funds
in excess of their federal 5% floor. In both cases, I use a difference-in-
differences identification strategy. UPMIFA governs the behavior of
nonprofits organized as corporations, but not those organized as trusts.
The reported coefficient measures the interaction effect of dummy
variables for corporate status and post-cap-enactment time period, as in
equation 2, below:

Sit = a + flCapjt + /W2Corp 1 + SCapjt *Corpi + fl 3Xit + t + Y' + yj + sit (2)

where delta is the coefficient of interest, the interaction term between cap
enactment and the "treated" population; j and i index states and firms,
respectively; and X is a vector of firm-level controls. To account for
endogenous choice of form, the Corp variable is defined as the firm's

1206 [VOL. 93:1143



PAY IT FORWARD?

organizational form in the year prior to treatment. Since by construction
Corp does not vary within firm, it is dropped in the actual regression.
Because the treatment effect varies only at the state level, I cluster
standard errors by state.

To capture some sense of the cross-sectional variation, the third
approach uses a pooled probit model, again identifying off the difference
in differences. I then estimate the marginal effect of the cap provision at
sample means using the margins command in Stata 13. As reported in the
main text, using this approach suggests that the existence of a cap reduces
by about 28% the likelihood that the mean firm will exceed the federal
spending floor, with 95% confidence interval, from 24.18% to 32.34%. I
note, though, that pooled regressions of this kind can sometimes be biased
upwards.

Complete regression results are available from the author on request. I
also find the expected coefficients on the control variables, as well as that
increased spending is correlated with greater executive compensation. One
dollar in additional grants is correlated with about ten cents in added
executive salary.
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