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NEW STRATEGIES
FOR LEVERAGING
FOUNDATION ASSETS

There are many options, and the choices can seemvbelming at times.

JAMES P. JOSEPH AND ANDRAS KOSARAS

*22 In recent years, a small but ever-growing number of foundatio
boards and advisors have been exploring new ways to deploy andgever
foundation assets for greater and more sustainable impact. arbelpoking
beyond traditional grantmaking and asking how foundations' assetdecan
invested to support their charitable missions. These gteateknown as mission
investments or mission-related investments (MRIs), are broadly deBrfediag
financial investments as tools to further a foundation's mis%ioTh’ey can
encompass both market-rate and below-market-rate investrdentsent study
found that mission investing grew at an average annuabféit6.2% in the last
five years, compared to just 3% during the past three dedad@sdations with
assets under $200 million are the fastest growing segment ghtlaathropic
sector participating in mission investiﬁg.

Although mission-related investing is still an emerging atfea,options
and strategies available to foundations can seem limitlesswemd/helming. A
foundation can engage in MRIs, and become familiar with their aalyasitand
costs, by making program-related investments (PRIs), a commondoicousin,
of MRIs. PRIs have been a part of the Code applicable to privateations
since the Tax Reform Act of 1969. Generally made as belowaheate
investments, they are currently enjoying a renaissance and jogirnig creative
uses by foundations. In addition, PRIs and MRIs are not limited tateriv
foundations. Public charities with assets from endowments totiwess also
engage in these strateg?es.

" JAMES P. JOSEPl$ a partner, andANDRAS KOSARASIs an associate, in the Washington,
DC office of Arnold & Porter LLP.

! Cooch et alCompounding Impact: Mission Investing by U.S. Faiaths (FSG Social Impact
Advisors, 2007), 7. MRIs are distinguishable frootially responsible investing, which primarily
focuses on screening of investments and proxy goiim public companies based on social,
environmental, and governance criteria.

21d.

3 Public charities, such as community foundatioms, reot subject to the private foundation rules.
However, public charities may find that the prividandation rules can serve as useful guideposts
when structuring transactions similar to PRIs. Egamples of how community foundations have
used PRIs, see NobeEconomic Development: A Legal Guide for Grantmak@suncil on
Foundations, 2005).
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PRIs ARE A
HYBRID
BETWEEN
GRANTS AND
INVESTMENTS.
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For foundations looking beyond PRIs to market-rate investments, a
direct and practical way to find mission-related investmemststa use
“integrated project planning” (IPP). This is a way to irse the likelihood of
grant projects creating sustainable outcomes. Just as a faumdwty provide
technical assistance to a grantee to enhance its capac#yryoout a program
for which it received funding, a foundation may look for market-rate
investments in the broader community in which a grantee opefidiesnexus
between the proposed investment and the grantee’s program sdpppitiee
foundation would serve as the criteria for selecting the specifastments.

What are PRIs?

PRIs are a hybrid between grants and investments. They are
investments made with the primary purpose of accomplishing atadblari
purpose. PRIs are defined in Section 4944 as an exception to the tule tha
prohibits a private foundation from making risky investments thapgedize
carrying out the foundation's exempt purpoASE'Eke grants, PRIs count toward
the foundation's minimum payout requirement and are subject ttaxhble
expenditure rules in Section 4945. Because of PRIS’ hybrid ndtunedations
will have the most success with PRIs if their investmenhagars*23 and
program staff collaborate in developing them.

PRIs come in many different types. The vast majority s>
market-rate loans made to charitable organizations. Someameglarantees.
Others are deposits or linked deposits in a community developmekittoet
lends money to minority-owned small businesses. PRIs can alsade as
equity investments.

PRIs have been used to further a diverse array of cHaripaloposes.
The traditional use of PRIs was, and continues to be, econonetogment.
Housing and, in recent years, environmental cdusemse received an
increasing share of PRIs, however. They have also been used to ghpport
growth of independent media in countries formerly ruled by di(Sb.tpS? and
more recently to support microfinante.

The majority of PRIs are made to U.S.-based organizationsough
reports show a steady increase in international grantmakingdihenistrative
burdens of strict due diligence and oversight requirements neyuple some
foundations from making investments in foreign enti€aundations that lack
the capacity and resources to make international PRIs on dhir may,
however, be able to do so by using intermediaries (discussed below).

4 Section 4944(c).

5 E.g., Ltr. Rul. 200136026; see also Cavalieri, tMating Environmental Change With
Program-Related Investments,” 10 JTEO 25 (Jul/A2@g).

5 E.g., Ltr. Rul. 200034037 (low-interest or no-imst loans in nonprofit and for-profit media
organizations in Central and Eastern Europe, LAterica, Southeast Asia and Africa).

" Ltr. Rul. 200325005 (ruling that public charitytsvestments in foreign financial institutions
providing microcredit to poor entrepreneurs in deping countries qualified as a charitable
activity). Supporting microfinance is not an engirmew activity for foundations. The Ford
Foundation was one of the first to support Muhamnvathus’ Grameen Bank, initially with
grants and then, in 1981, with a PRI loan guararBee “Investing for Social Gain: Reflections
on Two Decades of Program-Related Investments¥d(Foundation, 1991), 34-36.

8 Renz and Atienza, “International Grantmaking UptigEoundation Center, October 2006).
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Benefits of PRIs under the private foundation rules

PRIs are free of some restrictions that apply to a foundsitgmnts
and investments.

Payout requirement. Section 4942 requires a private foundation to
pay out annually at least 5% of its net investment income inlifgog
distributions” for exempt purposes. If the foundation fails to satibig
requirement, it is subject to a penalty tax. Qualifying distibns include

PRIs ARE 2 . ;
EXCLUDED FROM grants as well as reasonable and necessary administrapeases paid for
THE ASSET BASE exempt purposes. PRIs and administrative expenses incurred in ntia&ing
USED TO also count toward meeting a foundation’s minimum distribution remeime?
CALCULATE THE However, funds must actually be invested for the investmeobuot toward
MINIMUM the required payout. Foundations should therefore examine eachotype
PAYOUT investment carefully. There are many types of PRIs and nof #ibm require
AMOUNT. actual payment at the time the investment qualifies aRla/Ploan guaranty,

for example, will only count toward the foundation’s payout requirdmdien
the grantee defaults and the foundation makes a payment under its gafe?rante

Although foundations carry them as assets on their financial statements,
PRIs are excluded from the foundation’s asset base used tdatalthe
minimum payout amourtt. If and when the PRI is repaid, the entire amount of
the PRI is added to the asset base used to calculate ttiteuthble amount. In
addition, the foundation’s distributable amount is increased fotathgear by
the amount of the PRI when it is repaid.

Tax on net investment income. Section 4940 requires private
foundations to pay an annual excise tax on their net investmentéscdine
tax rate is 2%, which may be reduced to 1% if a foundation priogebss
increases its annual payout amount. Net investment income iedefsthe
sum of gross investment incomg4 and net capital gains, taking into account
allowable deductions. Interest and dividend income from PRIsitgrsjross
investment income for purposes of calculating the'taand capital gains or
losses from PRIs are now also included in calculating net capitalidains.

9 Reg. 53.4942(a)-3(a)(2)(i).

10 Ltr. Rul. 8105112. On the other hand, a link dépsisould qualify as part of a foundation’s
qualifying distributions. See Ltr. Rul. 2000430506undation supported financing of child care
facilities by working with commercial banks to malkmn guarantees, deposits to be used as
collateral, and link deposits to induce bank to enkans at market or below-market rates).

1 Reg. 53.4942(a)-2(c)(3)(ii)(d).

12 See Ltr. Rul. 200036050. Here, a private foundatias making PRIs in a foreign country to
promote economic development. The PRIs includedsida businesses with interest payable in
the local currency, not U.S. dollars. The Serviaked that interest and dividends would be
includable in the foundation's gross investmenbine, but held that foreign currency gains
would not constitute gross investment income.

13 See section 1221(b) of the Pension ProtectionoA2006, P.L. 109-280, 8/17/06, and section
3(f) of the Tax Technical Corrections Act of 20@7L. 110-172, 12/29/07. See also Staff of the
Joint Committee on TaxatiofiTechnical Explanation of H.R. 4, the 'Pension Raton Act of
2006,” as Passed by the House on July 28, 2008,aan@onsidered by the Senate on August 3,
2006” (JCX-38-06) (8/3/06), at 320-324; Staff of thentdCommittee on TaxatiofiDescription

of the Tax Technical Correction Act of 2007, asdedshby the House of RepresentativeECX-
119-07) (12/18/07), at 3. Note, however, that R&34940-1(f)(1) does not reflect these changes.
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SHOWING A
PRIMARILY
CHARITABLE
PURPOSE
INVOLVES A
“BUT FOR”
TEST.
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Limits on excess business holdingsin general, private foundations
may not hold more than 20% of the ownership interest, together with
disqualified persons, in a business enterprise. PRIs are notle@tsbusiness
holdings under Section 4943, and therefore are not subject to this tmithti

Programmatic benefits of PRIs

PRIs offer a number of programmatic benefits to both the folndati
making them and the grantee receiving them. PRIs allow a foandtt
recover its investment (potentially with a profit) andrézycle its assets for
future grants or investments. PRIs tend to be larger in ambant grants
because they allow a foundation to make larger commitmentstthamuld be
comfortable making with a grant. Frequently, foundations alse like
increased accountability created by providing assets to aegrdmat may be
recovered. Investments should not completely replace grants, but in sosie case
a PRI may help a grantee develop management expertise that it may not support
when receiving only a grant. A foundation may also be willing to ideov
additional support to help a grantee take this step. PRIsaisoetp establish a
credit history for the grantee that may allow it to sedoams from commercial
sources in the future. Finally, PRIs offer foundations the flitilbdf making
qualifying distributions to for-profit entities, thus increasihg pool of eligible
recipients who can receive charitable funds and have a positive social.impac

Qualifying as a PRI

An investment will qualify as a PRI if the following threenditions
are met'®

1. The primary purpose of the investment is to accomplish one or more
charitable purposes.

2. Neither the production of income nor the appreciation of propery i
significant purpose of the investment.

3. The purposes of the investment do not include engaging in lobbying or
advocacy, or supporting or opposing a candidate for public office--i.e.,
activities that private foundations are forbidden from pursuing.

If an investment meets the requirements, it can qualify BRlaIRS
approval is not required but foundations considering more complex Pdgis m
find it prudent--despite the time and costs involved--to seeloappfrom the
IRS, given the lack of precedential guidance on PRIs.

Charitable purpose is primary. Satisfying the first requirement--a
primarily charitable purpose--involves a “but for” test. Tiegulations state
that an investment will be considered to be made “primarily’ttmanplish one
or more charitable purposes if it “significantly furthers geomplishment of
the private foundation’s exempt activities and if the inveatmeuld not have

14 Reg. 53.4943-10(b).

15 Reg. 53.4944-3(a)(1). The last requirement is gelyemet if the PRI is not earmarked for
political activities. See, e.g., Ltr. Rul. 8429069.

8 Much of the ‘law’ on PRIs comes from private lettalings that offer some insights into how
the Service may treat a particular investment. Hargletter rulings can be relied on only by the
taxpayer requesting the ruling and have no predadeuthority. Some useful resources on PRIs
have been collected by PRI Makers, available at vpnmakers.net.
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been made but for [the] relationship between the investment and the
accomplishment of the foundation’s exempt activitids& PRI must support
an activity that qualifies as charitable. That term incluml@simber of purposes
often associated with PRI activity, including “relief of the pand distressed,”
“lessening the burdens of the government,” and “promotion of social welfare by
organizations designed to . . . lessen neighborhood tensions . . . or combat
community deterioration and juvenile delinquen?:?/.” Beyond the
determination of charitability, the activity also must fithin the foundation's
purposes. For example, if the foundation’'s organizing documents lisnit it
grantmaking to a particular geographic area, it may not betalheke PRIs in
a foreign charity or for-profit entity to support economic develepm
internationally.
*25 Investment return is not significant purpose. The second, and
sometimes more difficult, criteria requires a foundation to sti@t neither the
production of income nor the appreciation of property is a “sigmfigaurpose
of the investment. The regulations indicate that the relexantorf in making
this determination is whether investors solely engaged in ingefar profit
would be likely to make the investment on the same terms d@®uhdation.
An investment will not fail to qualify as a PRI simply beese, absent other
factors, it produces significant income or capital appreciéﬁon.

A below-market-rate loan is relatively easy to qualifyjgeBRI because
it usually is not difficult to show that someone investing fafipiwould not
make loans under similar terfisOn the other hand, equity investments may
require some additional planning. If a risky investment paysaoff the
foundation realizes substantial profits, will the investmesglits status as a
PRI? The regulations recognize that equity investments maycigera value
without risking the status of a PRIThe regulations do not, however, indicate
if there is a threshold beyond which the investment may fail tofguwedia PRI.
In the case of appreciating investments, a foundation could sgféguard its
PRI by imposing a cap on the returns it may recéive.

PRIs in foreign organizations may also pose some unique challénges
foundation will want to argue that the benchmarks for determining intertest
or return on investments for an international PRI should be baseitieon
prevailing market rates and conditions in the foreign countrys@tweuld be
substantially higher than their counterparts in the U.S. Howehker|ack of
well-developed financial institutions or infrastructure in soneveloping
countries may make using such an approach challeﬁﬁing.

1" Reg. 53.4944-3(a)(2)(i).

18 Reg. 1.501(c)(3)-1(d)(2).

19 Reg. 53.4944-3(a)(2)(iii).

20 Foundations have some flexibility when determinihg interest rate of a potential loan. The
Service evaluates a PRI based on all the factscamdmstances. For example, in Ltr. Rul.
8301110, the IRS permitted a foundation to rec&®®% interest on its loan, more than the then-
current “prime rate.”

21 Reg. 53.4944-3(b), Example 3.

2 gee, e.g., Ltr. Rul. 8807048 (foundation’s rateraifirn on investments capped at 5%); Ltr.
Rul. 200610020 (foundation investing in an angefesiment fund had right to terminate its
investment in a particular investee if the invesimbad reached a certain level of financial
success; in the alternative, the foundation coatetpt a cap on its investment return).

3 gee generally Chernoff, “Outdated Regulations Hampoundations Making Foreign
Program-Related Investments,” 12 JTEO 249 (May2Rot).

Copyright © 2008 RIA



THE RULES ON
EXPENDITURE
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PITFALLS.
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Changes to investment terms. After a PRI is made, a change in its
form or terms for the “prudent protection” of the investmerit mot ordinarily
cause the investment to cease to qualify as a PRI. By contrasthange is
made for the significant purpose of the production of income oreajgtion of
property, and not primarily for exempt purposes, the investmagtn longer
qualify as a PRI. A “critical change” in the nature or purpo$déseinvestment
also may cause the investment to fail as a PRI, for examhe investment is
serving an “iIIe%al purpose or benefiting the private purposéefaundation
orits managers.ﬁ1

Penalties. If the Service concludes on examination that an investment
does not qualify as a PRI and should instead be treated as adjeiogar
investment, the foundation is subject to a 10% penalty tax on the amdhast of
investment (subject to a $10,000 cap per investment). If foundationgerana
approved the investment “knowing” that it is a jeopardizing invest, the
managers are also subject to a 10% penalty tax on the amoutte of t
investment. Additional taxes are imposed on the foundation and maifagers
investment is not corrected to make it pruo%rﬁoundation managers will not
be subject to the penalty taxes if they relied on a reasonaittermopinion of
counsel concluding that the investment qualified as a’PRi.addition, the
Service has discretionary authority to abate the first-tie¥s@n the foundation
if the jeopardy investment was due to a reasonable cause and wdlful
neglect and if the investment is corrected within the requiredzﬁme.

Additional requirements for PRIs

While some of the private foundation rules do not apply to PRIstsothe
do and some require careful observance.

*26 Investments in for-profits and foreign charities. PRIs are treated
like grants under Section 4945, and a penalty tax will be imposedheon t
foundation and its managers if a PRI is made that is deemedadthrable
expenditure.28 In general, distributions to publicly supported charities are not
taxable expenditures. In contrast, distributions to for-profit mizgdions or
foreign charities usually will be considered taxable expenditurdsss the
foundation exercises “expenditure responsibility.” One of the advesitaf
using a public charity intermediary to make PRIs in for-prdditgl foreign
charities is that a foundation will not have to exercise expenditysensmility
over the investment.

Expenditure responsibility requires a foundation to conduct anarg-g
due diligence of the grantee, execute a written granteaggst that specifies
the charitable purposes of the grant or investment, obtain peniedorting
from the grantee indicating how the funds were spent (and tatencsteps if
funds are diverted), and provide reporting to the IRS about its expendi

24 Reg. 53.4944-3(a)(3)(i).

% gections 4944(a), (b).

% Reg. 53.3944-1(b)(2)(v); see also TAM 200218038n(8e ruled that investment did not
qualify as a PRI and was a jeopardizing investmeaut,abated penalty taxes because foundation
relied on a reasoned written legal opinion thatobaeed that investment qualified as a PRI).

27 Section 4962(a).

2 Regs. 53.4945-4(a)(2), -5(a)(2).
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responsibilitgy grants until the funds are expended or during theofifthe
investment

Private foundations should follow the requirements for expenditure
responsibility carefully, as even minor compliance errors camltran penalties
on the foundation and/or its managers. The rules also have smywoemiss
pitfalls. For example, in the case of grants or investmdaots capital
expenditures, a private foundation has to require reporting frgnarstee that
would qualify as a private foundation only for the year in whiahinvestment
is made and for two succeeding years. If the grantee isprotade foundation,
the grantor must require reporting for the life of the investmIn addition, a
foundation has to provide reporting to the IRS as long as it isregijta obtain
reports from its grantee.

If the grantee is a foreign charity, a foundation may imktese an
alternative procedure if it can make a “good faith detertiiné that the
grantee is the “equivalent” of a U.S. public cha?i]ty.The steps and
documentation required to make an equivalency determination arebaeisicri
Rev. Proc. 92-94, 1992-2 CB 507. They include detailed information about how
the grantee is organized and operated and financial information thallovillaa
foundation to determine whether the grantee would qualify as acphiity
under the public support test. The grantee affidavit and w@hpating
documents must be in English, although the financial information metede
in U.S. dollars. The foundation may rely on a written opinion of its mgal
counsel or an affidavit from a grantee in its determination.

Prohibition on self-dealing. Although PRIs are excepted from many
of the restrictions of the private foundation rules, they argestilio the
prohibition of Section 4941 on self-dealing transactions between vateri
foundation and its disqualified persoﬁ%ﬂ)isqualified persons broadly include
substantial contributors to the foundation, foundation managers, haid t
family members and entities controlled by them. A foundationt rausid not
only direct self-dealing, but also indirect self-dealing that,euritle relevant
facts and circumstances, may result in more than incidentabandus benefit
to disqualified persons. One way in which a foundation may inadvertently
engage in self-dealing when making investments is if audlgtged person
makes side-by-side investments with the foundation. For example, a
disqualified person interested in socially responsible investiag wish to
invest alongside a foundation’s equity investments that quali®Rds or, more

2 Regs. 53.4945-5(b)-(e). The expenditure respditgibiles apply to both grants and PRIs, but
the regulations tailor some of the provisions arduirements for PRIs. See Reg. 53.4945-
5(b)(4). For example, instead of providing grampars to the foundation that show how the
funds were expended and the progress made inlifudfithe purposes of the grant, a grantee
receiving a PRI that is subject to expenditure oespbility must provide the foundation with
financial reports of the “type ordinarily requireby commercial investors under similar
circumstances,” and must maintain books and recdinds provide information “ordinarily
required by commercial investors under similarewinstances.”

30 Regs. 53.4945-5(b)(4)(ii), -5(c)(2), -5(d); sesoalharles Stewart Mott Foundation, 938 F.2d
58, 68 AFTR2d 91-5131 (CA-6, 1991) (affirming See/s assessment of penalty tax on
foundation’s failure to complete expenditure resgbitity reports for life of PRI used for capital
expenditures where the grantee was not a privatedation).

31 Reg. 53.4945-5(a)(5).

32 See, e.g., Ltr. Rul. 200222034 (no self-dealingerehfoundation made PRIs to for-profit
developers that were not disqualified persons).
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broadly, as mission-related investments. In such a casealesdiftg may occur
if (1) the disqualified person would not have access to thestment
opportunity, as in the case of a hedge fund, but for the additioredtment
made by the foundation, or (2) if the disqualified person is able to eedac
his or her investment costs because of the foundation's investment.
Reporting. PRIs are separately reported on a foundation’s annual
information return (Form 990-PI§)°‘. PRIs are carried on the foundation's
balance sheet (Part I, line 15) and the sections used talatalcthe
foundation's payout requirement (Parts V, Xl (line 4a), Xll, and)XIThe
foundation must also provide brief summaries of the investmentartr>RB.
This is in addition to the reporting required if the foundationiss axercising
expenditure responsibility over a PRI.

Use of PRIs

Foundations may use a variety of vehicles for making PRIs.

Targeting market failures by direct investments. There is long
history of the nonprofit sector and the philanthropic community stepioi to
fill the gaps when the markets fail or the government cannof\agiart of that
history, one of the first uses of PRIs was to support economicogeneht in
deteriorating urban communities. They provided loans or equity investihoents
low-income and minority businesses that could not secure convdrgmmaes
of financing at reasonable rates, if at3lPRIs can also be used to induce
successful businesses either to remain in a deteriorating woitynnoping to
spur growth or to establish new plants, stores, or business \&niure
deteriorating communities that they would not otherwise invesetause of
the high risks involved®

PRIs are used to address market failures when for-pro§inbsses
lack the financial incentives to develop various products addnblogies that
can be used for charitable purposes. Recently, the Sersisedig ruling that
will allow a private foundation to make PRIs in commercial pharmaceutical and
biotechnology companies to spur participation of private industry i
discovering, developing, and implementing vaccines, drugs, diagnostids
other solutions to g)revent or eradicate diseases that dispormately affect the
developing world® Under the facts of the ruling, before the foundation will
make an investment that qualifies as a PRI, any proposed priebave to
satisfy three criteria: (1) target a major global Hegltoblem or inequity, (2)
create solutions that can be adopted in developing countries, hmthg@e
availability of solutions on an affordable basis to people ineldping
countries who could not otherwise afford them.

Using intermediaries. A growing number of intermediary
organizations are making it easier for foundations to find oppdigarto make

33 The Form 990, filed by public charities, also riegsi some reporting of program-related
investments.

34 See “Investing for Social Gain: Reflections on Tlrecades of Program-Related Investments,”
supra note 7; see also Reg. 53.4944-3(b), Exaniplggeconomic development investments
structured as either loans or investments).

3553.4944-3(b), Examples 4-5.

36 Ltr. Rul. 200603031. The ruling does not indicateether the PRIs will consist of loans,
equity investments, or both.
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PRIs. Intermediaries also create economies of scale bygagigig investors
and investees with the hope of achieving greater impactt, Ficsvever,
foundations should assess the costs and benefits of using intermediaries.

A recent report on the use of investment intermediaries by ftionda
to facilitate mission-related investing found a number of bendéfitsising
intermediaries. These included making use of specialized expatisprove
performance, lowering transaction costs through economies @, sedlucing
financial and reputational risk, leveraging tax credits and f&iv@on-
philanthropic) capital, and broadening the pipeline of potential ineeesi
At the same time, the disadvantages of using intermediarieglinthe risk of
misaligned goals (the foundation gives up a certain levebofral over the
selection of investees), less direct interaction with investedspwerhead costs
in management fees (to be balanced against the costsuhédafion would
incur by hiring its own staff to source and oversee PRI acti%ﬁty).

There are many types of intermediaries. They can be orghagéor-
profit or nonprofit entities and include, for example, commudigyelopment
financial institutions, loan funds, and equity furiddn recent years, venture
capital funds have also served as intermediaries for PRIs.

In 2005, The David and Lucile Packard Foundation invested $10
million of PRI loans in the Sea Change Investment Fund, a veragicapital
fund established by Sea Change Management, LLC, a for-proféterequity
firm. With the Packard Foundation's investment, the Fund was abdéstan
additional $10 million from private investors. The purpose of the Rsiritb
promote market access to seafood from environmentalIy-prefembtees..4’0
The Fund assists sustainable fisheries to reduce barriers in distributi@rkse
that prevent these businesses from reaching customers.

Not all intermediaries are for-profit ventures. The receasi{ablished
MicroCredit Enterprises is a public charity that leveragéesate capital for
microfinancing to alleviate poverﬁ}.A foundation can provide an interest-
bearing secured line of credit to MicroCredit Enterpriseguarantee the loans
that other investors (foundations, individuals, businesses) maWle&toCredit
Enterprises. Each option supports thousands of microcredit budiress
administered by microfinance organizations in developing counfriesloans
count toward the foundation's payout requirement at the time themade,
while the loan guarantees count toward the payout requirementifotiig
guarantee is called upon.

Foundations are also using angel investment funds to support economic
development. In a recent ruling, the Service approved a PRI iangal
investment fund, organized as a limited liability company, inctvithe private

87 Cooch and KramerAggregating Impact: A Funder's Guide to Mission dsiment
IntermediarieFSG Social Impact Advisors, November 2007), 5.

1d. at 24.

¥1d. at 8-17.

40 www.seachangefund.com.

41 www.mcenterprises.org/foundations.aspx. Microficeroffers small loans to businesses and
individuals living in poverty. Microfinance is typally targeted at populations in developing
countries that do not have access to conventiamah¢ing.
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investors of the fund were professional athléfe®ne of the purposes of the
fund was to provide capital to new and growing minority-owned busigasse
low-income communities with the aim of reducing poverty. The fouoxlat
believed that its investment in the fund was essential in sgcfunding from
private investors.

Because venture capital funds often impose a number of ressiction
investors, one of the most common being limitations on withdrafveapital,
foundations that seek to make PRIs in such funds should note some of the
safeguards that the foundation in the above ruling implemented to ¢hatre
its investments continue to qualify as PRIs. In Ltr. Rul. 200610020, the
foundation had a right to:

* Require the angel investment fund, under certain circumstatwes,
liquidate investments or to withdraw from investments or ftbenfund
entirely, if the foundation believed that the investments wertonger
consistent with the fund’'s purposes or if the investments would
jeopardize the charitable status of the foundation or the stéhtiis
investment in the fund as a PRI.

« Terminate its participation in an investment of the fund hé t
investment had reached a certain level of financial sucoesstisat the
investment would no longer qualify as a PRI. In the alternathe, t
foundation could accept a cap on its investment return.

* Require its approval to make any fundamental changes to this fund
operations and structuf@.

In addition, foundations must ensure that PRIs meet all legal
requirements when using intermediaries, including the reqemeno exercise
expenditure responsibility if an investment is made in a fofipentity and the
requirement either to exercise expenditure responsibility or emak
equivalency determination if the investment is made in aigoreharity
intermediary.

Advising investments through a functionally related business.
Despite the lack of guidance from the IRS, private foundations heade
considerable strides in using PRIs. In one case, a private tonmtlzat was a
leading provider of PRIs started a wholly owned, taxable subsidiatl)
provide advice and consulting services related to PRIs and dthdrle-
bottom-line investments to other private foundations, exempt organizations, and
socially motivated investors for a fee; (2) act as alfaiser or as a “placement
agent” to locate investors for community development ventureatdpinds;

(3) provide certain asset-management services, such asgsefti and
administering a positive screen for investmeri?® in publicly traded
companies whose activities and business practices support the fontsdat
mission; and (4) establish and manage a public mutual fund foouilp®se

42 Ltr. Rul. 200610020. Angel investment funds oramigations pool the assets and experience
of individual angel investors (high-net worth indiuals or “accredited investors” who provide
seed capital to start-up businesses) and facilitedéching entrepreneurs with investors. See
information on Angel Capital Education Foundation, available at
www.angelcapitaleducation.org.

43 |n Ltr. Rul. 200136026, a foundation that invesireén international for-profit venture capital
fund that supported environmentally sound econodgwelopment in developing countries
inserted a similar condition that it would haveafgprove any substantial changes.
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described in (3?f1 The Service approved the subsidiary as a “functionally
related business” of the foundation within the meaning Section 43%2@{d
thereby exempted the foundation from having to divest its ownership in
accordance with the excess business holdings rules.

Low-profit limited liability companies (L °Cs). Many foundations
have stayed away from PRIs because they can be costlysigndand
implement and generally require review by expert counsel. Réggestvance
approval from the IRS, especially for complex PRIs, can be ever mor
expensive (in user fees alone) and time-consuming for a foundation. In an effort
to make PRIs more accessible to foundations and to reducadtianscosts,
Robert Lang, the CEO of the Mary Elizabeth & Gordon Mannweiler
Foundation, went to the drawing board and proposed the idea of a latv-prof
limited liability company organized to serve socially beneficial pLEp‘bssThis
new legal entity would be authorized by state statutes and wouliigxpl
incorporate the federal tax requirements applicable to PRIpadsof its
purposes. The intent is to create a standard vehicle thhtwibmatically
gualify a foundation's investment as a PRI.

Several states have expressed interest {EsLand some have
introduced legislation to authorize them. Vermont was the firs¢ staenact
such legislation on 4/30/08.What remains to be seen is whether a foundation
can be assured that its investment qualifies as a PRI wisoowt regulatory
action by the IRS that would recogniz&Qs as “PRI compliant” or that would
provide clear procedures for foundations to follow when investinguich
entities, beyond just a reference to the PRI rtes.

Beyond PRIs--Using integrated project planning to select nméson-
related investments

Foundations and philanthropists often quote the well-known proverb
about teaching people to fish to draw a distinction between chanitly
philanthropy. “Give a man a fish and you feed him for a day. Teactbiv to
fish and you feed him for a lifetime.” But what if there arefisb in the sea
when the man becomes a fisherman?

This question is not about environmental sustainability. Raithasks
whether a foundation is integrating all the available toolgeterhge its assets
in pursuit of its charitable mission. A foundation may tackle ohthe direct
causes of poverty by providing large multi-year grants to bgiwals and hire
teachers to educate poor children in Africa. But what will ¢helsildren do
when they graduate if there are no parallel and integratezstiments in the
local community that will develop a sustainable economy, create ne
businesses that need an educated work force, and build roads asituctiuae
that support the community? Therefore, to increase the long-tepact of its
African education grants, the foundation could make investmeritsisimess
ventures in the region (from large-scale manufacturing tallsants and crafts

4 Ltr. Rul. 200709065. “Double-bottom-line” investnis are intended to produce financial
returns and meet specific social criteria or outeem

45 | ang, “Charitable Returns,” Worth (4/1/06).

46 H.B. 775, 2007-2008 Leg. (Vt. 2008).

47 Additional information about iCs is available from Americans for Community Deyetent,
available at www.americansforcommunitydevelopmegt.o
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businesses), infrastructure projects (such as clean, rsldienergy and clean
water projects), and businesses that link the community mosallyrwith the
economic marketplace (wireless systems, transportation, and maricetisig

Integrated project planning (IPP), like PRIs, recognizes that
foundation cannot always create a sustainable impact by glants &nlike
PRIs, however, IPP considers whether the outcome for whichirad&tion is
striving can be achieved only by building social and economiastifictures
that are necessary to support a thriving community, and whéidéoundation
can use its assets to make investments in these necedsastructures as part
of its grantmaking. IPP seeks to align a foundation’s grantrgakvith
financially sound, market-rate investments to the extenttti@tinvestments
increase the likelihood that a project supported by grantdbeisuccessful and
sustainable in the long-term.

IPP takes a direct and practical approach to aligning a foondati
investment strategy with its grantmaking programs. It is eored* 30 with
building successful and sustainable programs, rather than with hamgpai
foundation’s investments and its charitable mission--a subjecthtmatbeen
much discussed within the philanthropic community in recent yaadshas
spilled into the public forum through the work of investigative r&pe.48
Recent articles have tried to highlight the apparent contranittat may exist
between a foundation’s grants and its investments. For examfdanadation
may be making grants to support sustainable energy, yet atrigetisae have
holdings in traditional energy companies. Other commentators advited a
foundation should use all of its investment assets, not just thie @@gs out as
grants, to further its charitable missions.

The role of non-financial factors in investment decisions. The
extent to which foundation managers may pursue investments in swfport
grant programs and take non-financial factors into account whakingn
investment decisions will depend on state and federal law. All fdiom
fiduciaries (directors, trustees, and officers) have an aftidig to act in the best
interest of the foundation, rather than in their personal isterand to make
informed decisions in connection with the foundation’s management and
governance. Fiduciaries also have an obligation to manage andt inve
foundation assets in compliance with the requisite prudent staraj@ptisable
to investment decisions.

State law provides the primary mechanism for regulating the
investment management of foundation as&kls.their basic formulations they
generally are uniform and provide similar guidelines. They may, Vewever,
from state to state and according to whether the foundation isipegaas a

8 See, e.g., panel discussion, “Aligning Investmenith Grantmaking” (Hudson Institute,
Bradley Center for Philanthropy and Civic Renew&l12/07), transcript available at
www.hudson.org; Emerson, “Where Money Meets Missi@teaking Down the Firewall
Between Foundation Investments and ProgrammingdnfStd Social Innovation Review,
Summer 2003, 38-47.

4 For charities organized as nonprofit corporatiotiteese state laws include the Uniform
Management of Institutional Funds Act (UMIFA), 7A-U.L.A. 1 (2006), and the Uniform
Prudent Management of Institutional Funds Act (URR), 7A-11l U.L.A. 2 (Supp. 2007), which
is a recently completed update and revision of UMI@ver 20 states have now adopted
UPMIFA). For charities organized as trusts, thaouss statutory and common law rules that may
apply are generally reflected in the Uniform Prudiewestor Act, 7B U.L.A. 20 (2006), and the
Prudent Investor Rule of tieestatement (Third) of Trust&merican Law Institute, 1992).
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trust or a nonprofit corporation. Moreover, the standards are tatit.sThe
rules have undergone significant change over the last 50 years and will continue
to evolve as the financial markets and investment tools and praeticke.

Historically, the ability of trustees and charitable ingiitns to pursue
diverse investment strategies was significantly curtabgdrigid rules that
judged investment performance on individual investment decisather than
on the performance of the portfolio as a whole, emphasized production of
income and preservation of capital, and prohibited trustees flelegating
investment decisions to third part@s.These rules continue to exert some
lingering effect within the philanthropic community and may caseee
foundation managers to be exceedingly cautious and conservative wkieg ma
decisions about investments.

The current rules regulating investment management decititdow
the requirements of modern investing practices and require fitkgido
manage and invest foundation assets in a manner consistent with grodent
investor would act. The primary duty of foundation managers is totalask
against return. The current rules generally provide that no imesstis per se
imprudent, permit fiduciaries to delegate investment decisionmdfessional
advisors, and judge investment decisions based on the performanke of t
portfolio as a whole rather than each individual investrient.

There generally are no strict prohibitions against missiorsiting
under appropriate circumstances, but the extent to which foundatoagers
may consider non-financial factors when investing foundation ass@igins
unclear. The official comments to the Prudent Investor Rute #at “social
considerations may be taken into account in investing the funds afabler
trusts to the extent the charitable purposes would justigxgenditure of trust
funds for the social issue or cause in question*@t to the extent the
investment decision can be justified on grounds of advancing)ciedty or
operationally, a charitable activity conducted by the treSUPMIFA does not
take a position on socially responsible investing, although it uam
organization to consider its charitable purposes in managing its investine

One of the concerns when making investment decisions based on social
or other factors is that the foundation may no longer be properly diedrand
may unreasonably increase its investment risk based on expe'alards‘rf4 As

%0 See generalljRestatement (Second) of Trugfsmerican Law Institute Publishers, 1959),
§ 227.

51 The federal rules prohibiting private foundatioiilem making jeopardy investments offer
similar guidance. The regulations define a “jeopang investment” as one in which the
foundation managers “have failed to exercise omjirausiness care and prudence, under the
facts and circumstances prevailing at the time akimg the investment, in providing for the
long- and short-term financial needs of the fourmfato carry out its exempt purposes.” Reg.
53.4944-1(a)(2)(i). The performance of the founol@s portfolio as a whole is considered, rather
than the performance of each individual investment.

52 Restatement (Third) Trusts: Prudent Investor RAmerican Law Institute Publishers, 1992),
§ 227, cmt. c.

%3 See UPMIFA, § 3(a) (2006); see also Gary, “ChesitEndowments, and Donor Intent: The
Uniform Prudent Management of Institutional Fundg,A41 Georgia Law Review 1277 (2007).
54 See, e.g., Hawai'i Attorney General, Opinion N&-#5, 1985 Haw. AG LEXIS 4, at 23
(11/23/85) (concluding that if the board of regenfsthe University of Hawaii “reasonably
concludes that two investment alternatives are ewically equivalent, the Board may choose
between them on social grounds”).
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long as the foundation undertakes proper due diligence and impleroemds s
practical safeguards, however, these risks can be managed.

Practical considerations for mission-related investments

Mission-related investments span the continuum from the sitophe

very complex. Regardless of how easy or complicated they mag ey
practical considerations will help a foundation engage in missiated
investing that is consistent with its charitable missiore,sand capacity, and
that will achieve successful results.

Review the foundation’s charitable missiddefore engaging in any
new activity, foundation managers should determine that it isified

by and consistent with the foundation’s organizing documents and
charitable mission. For example, a foundation that is dedicated to
supporting the arts should not to try to find mission investment deals i
sustainable energy.

Involve both program and investment st&&cause the foundation's
charitable mission and objectives lie at the center ofionsrelated
investing, these types of investments have the greatest cludince
success if they are designed, implemented, and monitored by tesms t
include both program and investment staff. Program staff understand
the nexus between the investments and the foundation's charitable
mission, while investment staff can provide proper due diligance
ensure that the investments are prudent. A team of program and
investment staff can be utilized to review foundation gramslyze
related areas that could benefit from investment funds, andseithe
directly or with the help of intermediaries--look for investrtse that
satisfy the foundation's criteria.

Understand the foundation’s limitations and capaciythough data
indicate that mission-related investing has seen the fagtestth
among foundations with less than $200 million in assets, smaller
foundations should keep in mind that these types of investmentserequi
specialized skill to implement and monitor. Foundation managers may
delegate some investment management to outside experts, but they
continue to have an obligation to monitor and oversee the
implementation of the investment plan and performance of outside
managers.

Set aside a small dedicated pool of furldsundations should allocate
only a small portion of their assets to mission-relatedstments. The
W.K. Kellogg Foundation recently announced that it had set aside $100
million of its $9 billion endowment for mission-related investments-
just over 1% of the foundation's total aséétﬁy reserving a pool of
funds for mission-related investing, foundation managers can better
integrate mission-related investing as part of the foundatlontgsterm
investment policy and limit the risks that arise from ad hoestment
decisions that just follow a trend.

Adopt a written investment policA written investment policy is an
effective tool to help foundation managers make prudent invastme

% News Release, “W.K. Kellogg Foundation Announchks taunch of Mission-Driven
Investment Work,” 10/23/07, available at www.wkkfo
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management decisions. They set forth a foundation's investmest goal
set long-term performance objectives, provide target agSet
allocations, and set criteria by which managers are eealuah
foundation that is planning to engage in mission-related investing
should make this strategy an integral part of its investmentypol
articulate why it is engaging in this type of investmertivag, and
document the decision-making process for each mission-related
investment. These steps will help foundation managers show that thei
decisions were prudent, especially if an investment turns sour.

Conclusion

A wealth of information, reports, and case studies is begintong
appear as an increasing number of foundations are asking how theggzage
in mission-related investinin. There are many options, and the choices can
seem overwhelming at times. PRIs, from the simple to the exnpffer one
form of mission-related investments. For foundations that aeyested in
making market-rate mission-related investments, integrptegect planning
provides a practical tool to select investments. By linkingestments to
existing or proposed grant projects, IPP focuses and narrows the ogtions
foundation needs to consider. By keeping a few practical considexation
mind, a foundation will be in a better position to make prudent desisabout
its mission-related investing.

6 Two of the more recent reports incluBilanthropy’s New Passing Gear: Mission-Related
Investing, A Policy and Implementation Guide fouRdation Trustee@Rockefeller Philanthropy
Advisors, 2008)A Case Study: Expanding Philanthropy: Mission-Radalnvesting at the F.B.
Heron Foundation(School of Community Economic Development, Southbew Hampshire
University, 2007).
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