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Modernizing the 990-PF to Advance
the Accountability and Performance of
Foundations: A Modest Proposal

Overview

Today there are more than 75,000 private founda-
tions in the United States, with total assets of
around $565 billion." The size distribution of these
organizations is highly skewed: 273 large founda-
tions with endowments of $250 million or more
account for 48 percent of the sector’s total resources
(Exhibit 1). On the other end of the distribution,
some 49,000 very small foundations with assets
under $1 million hold about 2 percent of the sec-
tor’s wealth, and another group of 21,000 with
assets between $1 million and $10 million hold 12
percent. This diversity of size is more than matched
by diversity of missions, operating models, goals,
and strategies—making the objective of ensuring
the accountability and performance of these impor-
tant institutions a formidable one.

Private foundations exist under the watch-
ful eye of the United States Congress, which has
delegated their oversight to the Internal Revenue
Service. In each state, offices of the state attorneys
general also bear regulatory responsibility, but
because of the limited resources typically available
for this purpose, the IRS is by default the only real
regulator of foundations—except in instances where
an attorney general has been alerted to the possibil-

ity of significant misbehavior by a foundation.
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To obtain the information needed to exer-
cise its regulatory responsibilities, the IRS relies
principally on an annual filing by private founda-
tions—the Form 990-PF tax return. While it also
conducts periodic audits of individual foundations,
the sheer number of organizations, together with
the IRS’s record of reaping minimal revenue from
costly audits, makes the 990-PF filing the over-
whelming choice of regulatory tool. The 990-PF
also provides foundations with an important tool
for self-regulation, helps journalists serve as account-
ability watchdogs, and generates data used by the
Foundation Center to maintain its databases and
research reports on the foundation sector.”

If the 990-PF is a necessary requirement
of private foundations, it is also a costly one: esti-
mated total filing costs in 2008 for all foundations
was $675 million (Exhibit 2).” To put this number
in perspective, it is the equivalent of the required
payout for charitable purposes of a perpetual foun-
dation with $13 billion in assets. Such a foundation
would be the second largest, falling somewhere in
between the Bill and Melinda Gates Foundation
and the Ford Foundation. Further, combined 990-
PF preparation costs are greater than the $552
million in average total annual excise tax receipts

generated by the return.* Clearly, the return should
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Exhibit 1. With more than 75,000 organizations and enormous
variations in size, missions, and strategies, the foundation sector
presents many regulatory and accountability challenges.
Assets size/Number
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Exhibit 2. The annual cost for all foundations of filing the 990-PF return is
greater than the average annual excise tax revenues that it generates, and
the foregone charitable expenditures amounted to more than the annual

outlays of the second largest foundation in 2008.
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2008 estimated total 1999-2008 average 2009 Ford Foundation
990-PF preparation costs annual excise taxes paid expenditures
by foundations

Note: Estimated total 990-PF preparation costs based on time estimates in IRS 990-PF filing instructions and hourly
costs estimated by The Commonwealth Fund.

Source for Excise Tax Revenues: www.irs.gov/taxstats/charitablestats, IRS data files.

Source for Ford Foundation: 2009 Annual Report Financial Statements.
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be structured for maximum efficiency so that it can
meet its regulatory aims while minimizing forgone
charitable expenditures.

As described below, the 990-PF has served
its principal purpose of eliminating the abuses in the
foundation field that existed prior to 1970 and has
helped steer foundations away from inappropriate
activities since that time. But it has failed to keep up
with the evolution of the foundation sector over the
last 40 years. As both an instrument of basic regu-
lation and tax collection and a tool for promoting
strong performance among private foundations, the
990-PF is seriously flawed. Its modernization could
yield many benefits to the sector and, more impor-
tant, to the hundreds of thousands of nonprofit
organizations that foundations serve.

This essay traces the history of the 990-PF
to reveal how its current structure and content came
to be. It then analyzes the return’s shortcomings and
discusses how the 990-PF could be transformed
into a more effective instrument for promoting
accountability and best practices in the foundation
sector. Although it will not be possible to imple-
ment all of the recommendations, in the debate over
reform and simplification of our federal tax code,
modernizing Form 990-PF should be given serious

consideration.

Evolution of Form 990-PF

In a seminal article from 2000 in the Exempt
Organization lax Review, distinguished attorney and
foundation expert Thomas A. Troyer traced the his-
tory of congressional legislation on, and IRS regula-
tion of, private foundations, providing history-in-
the-making insights of which every foundation offi-
cial should be aware.” Troyer explains how the IRS
regulatory filing requirement for foundations origi-

nated in the early 1940s, when Congress sought to

address the then-serious issue of foundations and
other tax-exempt organizations holding and control-
ling businesses unrelated to their charitable purposes
and using assets for the benefit of trustees and
managers.

Beginning in 1941, a Form 990 information
return became required of all organizations, includ-
ing foundations, that were exempt from income
tax. The Commonwealth Fund’s return for that
year reveals that it consisted of two pages, the first
requiring very brief information on charitable activi-
ties and any potentially improper distributions to
board members or officers, and the second, a sum-
mary of receipts and disbursements and of assets
and liabilities.’

Succeeding versions of the tax-exempt orga-
nization/foundation filing over the next 33 years
reflect further efforts by Congress to address abuses
in the foundation sector. By 1949, Form 990 was a
three-page return requesting additional information
on the nonprofit’s affiliations with other organiza-
tions, including for-profit concerns, on business
relationships with trustees and managers, and on
political activities. In addition, from 1950 onwards,
nonprofits with income unrelated to their charitable
purpose were required to file Form 990-T (Exempt
Organization Business Tax Return).

Following federal legislation in 1950, the
990 was replaced with Form 990-A, a four-page
document that moved the question concerning
charitable activities of the nonprofit from the begin-
ning of the form to a later section. The new form
led off with a revenues-and-expenses statement
focused on business activities of charitable organi-
zations—the aim being to identify such activities
that were not charitable in purpose. On the second
page were questions on issues of considerable con-

cern to Congress at the time: foundations” holdings



of controlling interests in for-profit corporations;
whether those businesses paid dividends; conflicted
business dealings between foundations and donors
or foundation-controlled for-profit corporations;
lobbying activities intended to influence specific
legislation; and participation in political campaigns.
For the first time, it was required that the financial
statement parts of the return (income and expenses
and balance sheet) be made available to the public.

The federal Revenue Act of 1964, which
limited the tax-deductibility of gifts to foundations,
was preceded by congressional hearings in which
the Department of the Treasury agreed to conduct
a major study of foundations’ activities. In 1965,
Treasury produced the first data-based set of find-
ings on the foundation field—relying, notably, not
on the limited information produced by the 990-A
return, but on a survey of 1,300 foundations. This
key report debunked the then-current view that
foundations exercised inordinate economic power
in the U.S. economy, though it did identify serious
abuses among a minority of foundations and recom-
mended legislative action to combat them.

In his article, Troyer describes how a series of
missteps by a few foundations in the highly charged
political environment of the late 1960s led to action
on Treasury’s reccommendations for further regula-
tory action. The result was the inclusion in the
Tax Reform Act of 1969 of the basic provisions for
foundation regulation and IRS tax return filing that
remain in place to this day. These include: proscrip-
tions against self-dealing activities by foundation
trustees and officers; for the first time, a required
annual minimum payout for private foundations;
prohibitions against holding controlling interests in
for-profit concerns; restrictions on select program-
matic activities (specifically, grants to individuals
and the expenditure responsibility requirement for

grants made to organizations other than nonprofits);
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restrictions on lobbying and prohibitions on partici-
pation in political campaigns and voter registration
drives; penalties on expenditures for noncharitable
purposes; an excise tax, also for the first time, on
foundations’ net investment income; and reduc-
tion of the charitable deduction for contributions of
appreciated property to private foundations.

As a result of the 1969 tax legislation, the
990-A that was required of all tax-exempt organi-
zations was revised in 1970 (and renamed simply
“Form 990”) to include sections for foundations
for computing the new excise tax on investment
income and information on any activities or condi-
tions prohibited or regulated in the legislation. For
purposes of the excise tax calculation, foundations
were now also required to submit detailed schedules
on realized capital gains and losses arising from their
endowment investments. Further, foundations were
required to list all of the securities in their portfolios
and all grants and contributions paid or approved
for future payment during the year.

In addition to this three-page return, foun-
dations were required to submit a three-page Form
990-AR, “Annual Report of Private Foundation,”
which requested information on foundation manag-
ers and their business dealings with the foundation
or with corporations in which the foundation had
substantial holdings. Foundations were also required
to file Form 4720, Return of Certain Excise Taxes, if
they engaged in self-dealing, political, or other pro-
hibited practices (for example, investments jeopar-
dizing their charitable purposes) on which tax pen-
alties could be levied.” In the following year, Form
990 was further revised to include the calculation of
taxes on excess business holdings and sections listing
the compensation of officers, directors, and trustees,
the compensation of the five highest-paid employ-
ees, and the five highest-paid persons providing pro-

fessional services.
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By 1974, all of the regulatory and tax
ramifications of the 1969 tax legislation had been
incorporated into a separate, seven-page, annual
tax return for foundations, which at that time
was renamed Form 990-PE, “Return of Private
Foundation.” This form, with relatively minor revi-
sions that have expanded the form’s length to 13
pages, plus 32 pages of instructions, remains in
place to this day.®

To their enormous credit, the 1969 regu-
lations on foundations and the resulting 990-PF,
along with strong self-regulatory activities such as
the 1969—-70 Peterson Commission on Foundations
and Private Philanthropy and the 1973-77 Filer
Commission on Philanthropy and Private Needs,
have eliminated most of the abuses that were tar-
geted in 1969. Foundations no longer control busi-
nesses for noncharitable purposes; they more than
meet the annual payout requirement;” instances of

self-dealing, at least among larger organizations,

are few and far between; and continuing progress
is being made in identifying best practices for non-
profits (including foundations) and promoting
their spread throughout the sector.'” A measure of
the extent to which the abuses of 42 years ago have
disappeared is the negligible annual revenue from
all 75,000 foundations produced by the Form 4720
penalty taxes in 2006: $2.1 million from self-deal-
ing taxes; $3.0 million from undistributed income
penalties; $146,000 from taxable expenditures; and
$66,000 from excess business holdings penalties."'
This chronicle of how the current 990-PF
came to be demonstrates, however, that it is, like all
tax returns, the product of accretion—not a mod-
ern document carefully constructed to efficiently
regulate a sector dramatically different in both size
and activities from what it was in 1974. After all,
the census of foundations has grown almost 250
percent since 1975, and the assets of foundations,

by 395 percent (Exhibit 3). As the following section

\
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Exhibit 3. The number of U.S. foundations has grown by 246 percent
and the total assets of U.S. foundations by 395 percent since 1975—
while the 990-PF regulatory structure has remained static.
Number of U.S. foundations Assets of U.S. foundations
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Source: The Foundation Center.
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will demonstrate, the 37-year-old filing form, the
components of which were built up over an earlier
33-year period dating back to 1941, falls consider-
ably short in addressing efficiently the current regu-
latory needs of the IRS and state attorneys general
and the accountability and best-practice needs of

the foundation sector.

Shortcomings of the Current 990-PF
The shortcomings of the current 990-PF are a seri-
ous concern not only because of the additional filing
costs that result, but also because the form is the
only one universally filed by foundations. In addi-
tion to its regulatory and tax collection use by the

IRS, the form is widely used by:

* foundation trustees, who are counseled by
Independent Sector that they have a fiduciary

responsibility to review the return before it

is filed;

* nonprofits, which use it for fundraising

purposes;

e researchers, who use it to assess the work of

the sector and promote best practices;

¢ the Foundation Center, the Council on
Foundations, Guidestar, and other such
organizations, which use it to promote

accountability;

* journalists, who use it in their reporting on

the foundation sector; and

* members of the general public, who use
the return to help assess local or regional

foundations’ accountability.

Yet, the 990-PF is not well designed for the uses

to which it is put.
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Misstated administrative expenses. The informa-
tion requested in Part I, “Operating and
Administrative Expenses” (lines 13-20) is particu-
larly problematic for value-adding foundations like
The Commonwealth Fund that both make grants
and conduct their own research programs and com-
munications activities, and whose staff is extensively
involved in developing, monitoring, and disseminat-
ing the results of grant-funded work. The absence of
a functional allocation of foundation expenses in
this section results in most of the intramural
expenses of such foundations being mislabeled as
“administrative” by those who do not appreciate
that an increasing number of foundations do much
more than write checks, but in fact work in partner-
ship with their grantees and operate programs
directly.

Additionally, the failure of this section to
request a functional breakdown of expenses accord-
ing to whether they are for grants, the admin-
istration of grants, the foundation’s own direct
charitable activities (such as operating museums,
running service programs, research, or commu-
nications), endowment management, or general
administration has confounded efforts to establish
benchmarks for administration ratios.'” The latter
are not only of great interest to foundation trustees
and managers, but also to congressional overseers,

researchers, and journalists.

Missed opportunities to shed light on endowment
performance. Information on the investment
performance of the foundation’s endowment is
solicited nowhere in the 990-PE Since the
endowment is the only source of income for most
foundations, this is an egregious omission—

equivalent to not requiring for-profit corporations
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Exhibit 4. Requiring foundations to report the quarterly
investment performance of their endowments would produce
the comprehensive database needed for benchmarking
and improving endowment management.

Investment returns, periods ending June 30,2010

%
20

B Commonwealth Fund return
[ Weighted market index return

151 140 [0 Peer endowments average return*

~
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-10 -
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K Source: Cambridge Associates.

3.8 3.9 3.8
0.8 I 1.5

7.5
6.6 5.6
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* 82 foundations with assets between $250 mm and $999 mm.

7-year 10-year
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to report their earnings in their tax returns and
financial statements.

Effective oversight and management of
foundation endowments are a source of great con-
cern for any experienced observer and practitioner
in the field. Too many foundations still do not
track their investment performance at all, or rela-
tive to market and peer benchmarks, fail to attract
qualified trustees to serve on their investment com-
mittees, and lack the sophisticated skills needed to
manage their endowment effectively on their own,
yet persist in trying to do so. Moreover, the risks of
conflicts-of-interest involving investment commit-
tee members and money managers are substantial."

Peer comparisons of investment returns like
those in Exhibit 4 can be very helpful to investment
committees of foundation boards in assessing and
improving their performance. But the 990-PF pro-
vides no help in this regard; consequently, groups
of foundations and consultants undertake separate,

costly efforts to compile performance databases that

are very limited in scope and unlikely to be truly

representative of the sector.

Unwieldy format and poorly targeted content.
Reflecting the numerous additions over time, the
990-PF is unnecessarily long, complicated, and
poorly organized, with little attention to the needs
and priorities of its users. In contrast to corporations
and many nonprofits, most foundations are funda-
mentally simple organizations, typically with a sin-
gle source of income (their endowment) and a single
product line (their grants). The IRS’s major con-
cerns are that foundations meet the required annual
payout, pay the required excise tax (and in a limited
number of cases, an unrelated business income tax),
not have controlling interests in for-profit busi-
nesses, and avoid practices that involve conflicts of
interest (self-dealing) or that stray outside their phil-
anthropic purpose. But the content and structure of

the return do not reflect these realities.
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The determination of the all-important annual
payout requirement, comparison with actual
payout, and calculation of any necessary catch-
up payout that must be made in the following
year are spread over four sections (Parts X—
XIII) and two pages and do not appear until
near the end of the return. As a result, it is
likely that only sophisticated readers are able
to discern readily and accurately whether the

foundation is meeting its payout obligations.

Part I, “Analysis of Revenue and Expenses,”
requires in four columns different
presentations of this information, with
column totals that do not correspond to each
other and that are confusing to users. A single
column presenting revenues and expenses in
an accounting method consistent with the
foundation’s books would be more useful to

the interested audience.

The Part II requirement that foundations
attach schedules showing individual securities
in their endowment portfolios at fiscal year-
end serves little purpose. Most portfolios are
actively traded and a snapshot is therefore

of limited use. More significant is that even
small foundations have dozens of securities

in their portfolios, and large ones, hundreds
or thousands; clearly, summative information
revealing any untoward concentration of
holdings in individual companies would better

serve the IRS’s regulatory needs.

Part II, “Balance Sheets,” is more disaggregated
than necessary, and the requirement to show
columns with book values for the beginning
and end of the fiscal year and the market

value for the end of the year is anachronistic,
dating back to an earlier time when

foundations’ balance sheets used book values.
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Foundations’ balance sheets now routinely
use market values, and the balance sheet part
of the 990-PF could easily and appropriately
be consolidated into a dozen or so lines,
compared with 31, and two columns, rather
than three, showing beginning and end-of-

year market values.

A considerable amount of the information
requests apply to only a few foundations or

to only particular types of foundations (for
example, operating foundations). Rather than
complicating the basic form, such information
should be solicited, when applicable, in

separate schedules.

Sections such as Part XIII (Exhibit 5) that
consist largely of shaded boxes not to be filled
in could obviously be tightened up.

Parts VII-A and VII-B, which deal with
regulated, prohibited, or taxable activities,
consist of some 50 yes/no questions that are
unnecessarily long and, disconcertingly, not
always up-to-date with regard to current
law or best practices. For example, there

are no questions about the two Sarbanes—
Oxley requirements for nonprofits, whistle-
blower and records-retention policies, or
the requirement for written investment and
spending policies under states’ Uniform
Prudent Management of Institutional Funds

Act legislation.

Some sections of the return are a carryover
from earlier IRS corporate tax returns that
have little relevance in the foundation field—
for example, Part I1I, “Analysis of Changes in
Net Assets or Fund Balance.” Such vestigial
information requirements could be removed

from the return with no loss to users.
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Exhibit 5. The Form 990-PF is unnecessarily long, complex,
and confusing—adding to the costs of filing it and diminishing its value to users.
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Costliness of e-filing. Like other nonprofits, founda-
tions filing more than 250 IRS forms (for example,
W-2 income tax withholding forms and
1099-Miscellaneous Income forms) are now
required to file the 990-PF electronically, but only a
small number of foundations currently meet this
threshold. Because of the potential efficiencies in
both submitting data and creating researchable data-
bases on foundations’ tax returns, requiring elec-
tronic filing is a desirable aim for the administration
of the 990-PE But realization of this goal is greatly
hampered by the complexity of the existing form.
Those that do file electronically find it to be a costly

undertaking, and review of the small number of

e-filed 990-PFs reveals the results in some cases to

be less than satisfactory.

Poor functionality as a database. As the only man-
datory information filing required of all founda-
tions, the 990-PF—Ilike other tax returns—should
provide the ancillary function of generating a valu-
able database for researchers, journalists, and policy-
makers. Efforts to use it for such purposes reveal its
deep flaws: too often, the information requested is
of little current relevance; major gaps such as those
noted above on endowment performance and func-

tional allocation of expenditures limit its utility; and
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the complexity of the return make it a researcher’s

nightmare.

Lack of disclosure of relationships with service pro-
viders. The return also requests information on
compensation and fees paid to foundations’ trustees,
managers, higher-paid staff, and contractors, and it
asks about potentially inappropriate transactions
that could trigger the filing of Form 4720 and pay-
ment of self-dealing penalty taxes. But it does not
require disclosure of names of individuals involved
in interlocking relationships between foundation
trustees/managers and institutions or individuals

that provide services to the foundation.

Lack of clarity on “jeopardizing investments.” The
990-PF has yes/no questions on investments that
could jeopardize the foundation’s charitable pur-
pose, and requires filing Form 4720 if tax penalties
must be paid on such investments. What constitutes
a jeopardizing investment, however, is not clear-cut,
and on Form 4720, only a brief description—not
explanation—of such an investment is required. The
engulfment of a number of foundations in the
Madoff scandal demonstrates the need for disclosure
of significant endowment losses arising from exces-
sive concentrations in holdings, unusual leverage
through derivatives or borrowing, or fraud—not
only in the interest of public accountability, but as a
means of alerting other foundations to hazardous

. . . . 14
kinds of investing to be avoided.

Missing focus on the foundation’s purpose. Not
until Part IX-A, “Summary of Direct Charitable
Activities” (page 7), is any information requested on

what the foundation actually does to justify its tax
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exemption. More important, the result of the broad
latitude that foundations are given in answering an
open-ended question about their activities and per-
formance, combined with the rigidities of a tax
return, is that the form does little to promote
understanding of what foundations do and the
extent to which they are accomplishing their mis-

sions and making a difference in society.

Misleading or indecipherable terms. Because of its
reliance on tax code terminology, much of the lan-
guage in the form is unintelligible to the many lay

readers, including trustees and journalists, who use
it—leading to harmful misinterpretations. For

example:

*  “Minimum Required Payout” would be a
much clearer title for Part X than the current

“Minimum Investment Return”;

* “Adjusted Required Payout” (Part XI) would
be more informative than “Distributable

Amount”; and

e “Actual Current Year Payout” (Part XII)
would be less mystifying than “Qualifying

. . . 1
Distributions.”"”

Weakness in promoting best practices. The 990-PF
has served a very useful role in weeding out “worst
practices” in the foundation field, but it plays a very
limited role in prodding for best practices. As dis-
cussed below, there are significant limitations on the
extent to which the 990-PF can be expected to play
the latter role, but in key areas like requiring report-
ing on endowment investment returns, the founda-
tion’s work and overall performance, and adherence
to certain legally required best practices, it falls

short.
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Modernizing the 990-PF
Recommended Guidelines

This limited review of the shortcomings of the
existing 990-PF suggests guidelines for its

modernization.

Reporting of expenses should be disaggregated
functionally. Doing so would enable users to readily
identify which parts of the foundation’s expenses are
devoted to grants and direct charitable activities,
grants administration, endowment management
costs, unrelated business costs, and general

administration.

The major missing gap of endowment investment
performance should be filled. Requiring all founda-
tions with assets of $10 million or more to report
the net investment returns on their endowments for
each of the last four calendar quarters would quickly
produce a comprehensive time series on endowment
returns that could be parsed by foundation size,
intended life expectancy, and other variables to
enable reliable peer benchmarking.

Many foundations will, doubtless, object to this
new requirement on grounds that it is burdensome
and could be misused by critics who do not under-
stand the vagaries of financial markets, acceptable
variations in risk tolerance for different foundations,
and the need for perpetual foundations to take a
long-term view with respect to endowment manage-
ment. The burden argument does not hold up, how-
ever, as any foundation investment committee doing
its job properly should have readily on-hand data on
quarterly investment returns, and should use such
data to compare results over multiyear periods to
market benchmark and peer-institution returns. The
burden of this proposed requirement would also

be reduced by exempting from it the nearly 70,000

foundations with less than $10 million in assets.
While very large in number, these foundations
account for only 14 percent of foundation assets,
and they have a wide variety of investment objec-
tives and risk profiles that are generally quite differ-
ent from those of larger foundations.

It is indeed likely that, once investment returns
of foundation endowments are public, they will
be the subject of commentary from the media and
foundation observers. University endowment man-
agers have long been subject to such scrutiny, and
the foundation community would benefit from

similar accountability.

The return should be used to prod foundations to
use Web sites to report information on their pro-
grams and performance that cannot be readily
conveyed on a tax return—thereby also enabling

more rapid adoption of e-filing of returns.

* The 990-PF should add a question on whether
the foundation maintains a Web site and
solicit the address. The Foundation Center
reports that only 26 percent of foundations
currently have a Web site, although the trend
is distinctly upward (Exhibit 6).'® Even among
foundations with assets of $100 million or
more, 31 percent do not have a Web site, and
among foundations with assets between $50
million and $100 million, the shortfall is 51
percent. Only 16 percent of foundations with
less than $5 million in assets have an online

presence.

Surely in the Internet age, maintenance of
a Web site that discloses basic information
on the foundation’s activities, governance,

and management should be a fundamental
test of accountability. The burden of this

expectation has been greatly reduced by the
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Exhibit 6. Only 26 percent of foundations have Web sites informing the h
public and grantseekers of their missions, activities, and performance.
A modernized Form 990-PF could spur foundations to develop Web sites
to report programmatic information not easily reported on a tax return.
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Foundation Center’s willingness to develop a
basic Web site at no cost for any requesting
foundation, and its willingness to develop
more sophisticated sites for very reasonable

fees.

Greater emphasis—upfront—should be placed
on foundations reporting their missions,
goals, strategies, and results. To facilitate
e-filing and to encourage foundations to take
full advantage of the Internet in carrying

out their missions, organizations should be
permitted to meet the informational requests
of this section of the return with a link to
their Web site. Allowing this would enable far
more comprehensive, timely, and accessible
reporting of the information than a tax return
could ever achieve. The 990-PF should push

foundation communications in this direction.

One of the biggest obstacles to e-filing is the

return’s Part XV requirement to list detailed

information on all grants. A foundation that
reports this information on their Web site
should be able to meet the requirement by
providing a link and by participating in the
Foundation Center’s Web-based Grantsfire
and eGrant Reporter system, which allows
foundations to post information on grants

nearly in real time.

By taking this step, the 990-PF would no
longer serve as a print repository for lists

of grants made by individual foundations.
Instead, raw data on grants by individual
foundations would be available on their Web
sites, while cleaned and structured data would
be available through the Foundation Center’s
electronic databases. Foundation transparency
would be enhanced, while the currency of data
provided to the Foundation Center would be
greatly improved. This would also have the

salutary effect of ensuring that the research
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and trend studies produced by the Foundation
Center and others are based on current-year
data—something that is not possible with the
current 990-PF grants-reporting system, with
its time lags and variable fiscal years

for foundations.

The basic return should be as short and uncompli-
cated as possible and written in plain English.
Essential tax code terminology should be provided
parenthetically. The return should have a logical
progression that guides users to sound conclusions
on the foundation’s compliance with regulations and
adherence to fundamental, recognized best practices

for the sector.

* The calculations of the required payout,
payout shortfall, and excise tax on investment
income should be concise and presented in a

format easily followed by lay users.

* Secondary information should be requested
in supplemental schedules, to be supplied by

foundations as appropriate.

* The requirement to list individual securities in
the endowment portfolio should be replaced
with one to list securities of any one company
constituting more than 5 percent of the
endowment, or that amount to 20 percent or

more of a portfolio company’s net assets.

The yes/no questions on foundation compliance
with regulations should be updated to include
legally required best practices in governance and
management. Among these should be questions on
whether the foundation has written endowment
investment, spending, whistle-blower, and records-
retention policies. Consideration should also be

given to adding questions on key best

practices recommended by Independent Sector on
conflicts-of-interest and travel reimbursement poli-
cies. Such questions, with explanations required for
negative responses, would be as productive a prod
for the widespread adoption of basic best practices
as the existing questions on business holdings and
political activities have been. The burden of these
additions could be alleviated by tightening up the

existing regulatory compliance questions.

Separate schedules should be required for report-
ing payments to related parties and by commonly
controlled organizations. Close relationships
between foundation trustees and managers and
institutions or individuals providing services to the
foundation should be disclosed. Most such relation-
ships are likely to be innocuous—for example, a
grant for a project conducted by a researcher within
a large university whose president is a trustee of the
foundation. But requiring disclosure would promote

accountability.

Foundations should be required to disclose and
explain instances of material investment losses
(more than 5 percent of assets) arising from exces-
sive investment concentration or leverage (greater
than 5 percent of assets), or fraud. In addition to
serving as a monitor of stewardship, this require-
ment would foster the exchange of information on

endowment management hazards to be avoided.

Modern foundation accounting practices should be
followed throughout the return, especially in the
financial statements sections. The 990-PF should
be updated regularly to keep apace with generally

accepted accounting practices for foundations.
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First Steps in Revising the 990-PF
Working groups of Independent Sector’s 2005-06
Panel on the Nonprofit Sector recommended mod-
ernizing the 990-PE and follow-up work by a lead-
ing group of foundation financial officers and tax
experts has resulted, fortunately, in a prototype
revised 990-PF incorporating many of the above
guidelines.'” Indeed, the principal items proposed
above that are not in the prototype are the require-
ments for reporting endowment investment returns,
the existence of a foundation Web site, and occur-
rence of a material endowment loss arising from
excessive concentration, excessive leverage, or
fraud." In stark contrast with the existing 990-PFE,
the prototype revised basic form is four pages, rather
than 13. The Commonwealth Fund estimates that
its costs for preparing the modernized return would
be approximately $10,000, compared with current
costs of $18,000.

The IRS began a process for revising the
Form 990 for nonprofits that are not foundations
(“Return of Organizations Exempt from Income
Tax”) in 2005, and the new Revised Form 990 went
into effect in the 2008 tax year. It was expected
that the Service would move forward with mod-
ernization of the 990-PF once the work on the
return required of other nonprofits was completed.
Regrettably, the IRS has not seized on the opportu-
nity provided by the work of foundation accounting
and tax experts.'’

The IRS should be encouraged not to delay

revision of the 990-PF, for the following reasons:

* The shortcomings of the existing form are
manifest, and the filing falls well short of its
potential for advancing both the Service’s
foundation regulatory functions and the

foundation sector’s self-regulatory efforts.

The Commonwealth Fund 2010 Annual Report

e The annual excise tax on investment income
collected from foundations has never been
used for the original intended purpose of
strengthening regulation of the sector; instead,
these taxes are added to the general federal
revenue pool.”’ Surely, channeling a very small
portion of the excise tax revenues, for a few
years, for the purpose of revising the 990-PF

would advance the public interest.

e Tax return revisions are normally
laborious and involve weighing many
competing interests and issues, such as data
discontinuities and taxpayer burdens resulting
from revisions of an established form. This is
not the case for the private foundation return:
a workable prototype already exists; the sector
is able to afford any short-term costs that
arise from implementing a new form; and
because of its shortcomings, the data currently
collected on the 990-PF are rarely used for

research or analysis.

* How well implementation of the Revised
Form 990 for other nonprofits works out has
little or no bearing on what should be done
about the 990-PE Since 1972, Congress and
the IRS have recognized that the foundation
sector is quite distinct from the general
nonprofit sector and requires more regulation

and specialized tax-form reporting.

Whither the Excise Tax on Foundations’
Net Investment Income?

Approximately two pages of the 990-PF are devoted
to the calculation of the 2 percent excise tax that
must be paid on net investment income (income
from interest, dividends, other sources, and net real-

ized capital gains). The computation is complicated
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by the provision that the tax rate is lowered to 1 per-
cent periodically for foundations that pay out more
than the required annual minimum charitable dis-
tribution for a certain period. The argument for
replacing the dual excise tax rate structure with a
single rate generating the same amount of reve-
nue—1.39 percent, as proposed in legislation intro-
duced by U.S. Senator Charles Schumer (S. 676), or
1.35 percent, as proposed in President Obama’s fed-
eral budget for fiscal 2012—is sound. A single rate
would advance the goal of tax simplification, reduce
filing preparation costs, and obviate the unproduc-
tive gaming of the current system in which some
foundations engage.

Should Congress entertain simplifying the
excise tax, it should also take under consideration
an alternative approach that would advance sim-

plification even further, while also reducing the

pronounced variability in revenues produced by

the tax (Exhibit 7): replacing the excise tax on net
investment income altogether with a flat tax on
foundation assets that, on average over a defined
period, would produce the same amount of revenue.
As shown in Exhibit 8, using The Commonwealth
Fund as an example, a flat assets tax of 0.14 per-
cent would have produced the same $12 million in
revenues over the 1994-2008 period as the actual
excise tax—but with much less volatility and more
predictability. This simplified alternative excise tax
method, requiring only a few lines in the return,
offers multiple benefits: foundations could more
reliably predict their annual tax bills; the IRS could
more reliably predict revenues from this source; and
foundations would have no incentive, as they do
under the current method, to vary their grant activi-

. . .« . . . . 21
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Exhibit 7. Excise taxes on net investment income paid by foundations
average $552 million annually, with large fluctuations from year to year.
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4 N
Exhibit 8. A flat excise tax on foundations’ assets could produce the
same revenues as the current excise tax on net investment income,

but with much less annual volatility and unpredictability—
and would be a much simpler computation on the Form 990-PF.
Commonwealth Fund: Actual excise tax paid vs. tax that would have been
paid at a rate of .14% on assets, 1994-2008—with same cumulative total
$ (thousands)
2,000 . . . .
—— Actual excise taxes paid on net investment income tax
1,800 - —=— Alternative flat tax on assets @ .14%
1,600 —
1,400
1,200
1,000
800 -
600 -
400 |
200
1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
Year
Source: The Commonwealth Fund.
J

Advancing Transparency, Accountabil-
ity, and Best Practices

These recommendations for modernizing the 990-
PF recognize the limitations on the extent to which
the tax filing can ever serve as a guide for the foun-
dation sector on transparency, accountability, and
best practices. The IRS will always see the main pur-
pose of the return to be determining compliance of
foundations with the U.S. tax code and Treasury
regulations. A revised return would improve the
principal databases for monitoring foundation activ-
ities and encourage the adoption of legally required
or widely agreed-upon best practices. But the size
and diversity of the sector, the perils of the IRS
attempting to use a limited amount of data for pro-

mulgating performance benchmarks, and serious

IRS resource constraints lead to the conclusion that
the foundation community itself should take the
primary responsibility for ensuring that transpar-
ency, accountability, and best-practice adoption are
a cultural norm for the sector.

In response to concerns of the U.S.
Senate Finance Committee about misconduct by
some nonprofits, Independent Sector’s Panel on
Nonprofits promulgated in 2007 Principles for
Good Governance and Ethical Practice: A Guide
for Charities and Foundations. These guidelines,
together with work by the Center for Effective
Philanthropy and groups like Grantmakers for
Effective Philanthropy, efforts of the Council on
Foundations and regional associations of grantmak-

ers, and the CFA Institute’s recently issued code of
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@ Exhibit 9. Data on The Foundation Center’s Glasspockets B
Web site have enabled development of an accountability metric
for the Fund’s own performance scorecard.
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Source: Foundation Center, www.glasspockets.org (29 measures plus endowment performance reporting measure added
by The Commonwealth Fund).
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conduct for endowment management, demonstrate
a strong sectoral response to the need for robust
self-regulation.”

Among the most promising approaches for
encouraging foundations to assess and improve their
practices and to expose themselves to helpful pub-
lic scrutiny is the Foundation Center’s Web-based
Glasspockets project.”” Aimed at bringing transpar-
ency to the philanthropic community, Glasspockets
is increasing understanding of best practices in
foundation transparency and accountability, draw-
ing on information available on institutions’ Web
sites. The Center has identified 29 indicators of
transparency and best practices across six domains:
basic contact information, governance policies and
information, human resources/staffing policies and
information, financial information, grantmaking
information, and performance measurement. It asks
foundations to voluntarily submit profiles indicat-
ing the extent to which their Web sites demonstrate

pursuit of best practices.

As of February 2011, 24 foundations,
including The Commonwealth Fund, have placed
their profiles on Glasspockets. In a continuing effort
to improve its own performance scorecard, the Fund
has used these data to develop a new accountability
metric (Exhibit 9).”* The metric uses weights appro-
priate to the Fund’s own values for each indicator in
the Glasspockets profile to arrive at a weighted aver-
age accountability score for itself, the other partici-
pating foundations, and the group as a whole.”

Brad Smith, President of the Foundation
Center, argues that greater transparency is the best
means to protect the freedom that philanthropies
need to pursue their missions.” The 990-PF is a
major tool for ensuring basic transparency on the
part of all foundations. Modernization would make
it even more valuable and would strengthen the sec-
tor’s own self-regulatory efforts to ensure effective

use of the nation’s philanthropic resources.
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