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National Committee for Responsive Philanthropy

Criterion lll: Ethics — At A Glance

A grantmaker practicing Philanthropy af lis Best serves the public good by demonstrating
accountability and transparency to the public, its grantees and constituents.

a) Mainfains an engaged board of at least five people who include among them

a diversity of perspectives—including of the communities it serves—and who

serve without compensation

c) Discloses information freely

> An exemplary grantmaking institution operates

as an ethical steward of the partly public dollars
with which it is entrusted. Unfortunately, too
many individuals continue to abuse philanthro-
py for personal gain. As the institution’s ulti-
mate decision-making authority, trustees have a
legal and moral obligation to ensure that their
organizations are functioning in ways that
ensure ethical stewardship.

Board composition is critically important to ethical
operations. Research indicates that diverse groups
make better decisions, and that a minimum of five
people is needed to achieve a plurality of perspec-
tives. Many family foundations and other grant-
makers have seen tangible value from including
the grantee perspective on their boards.

As a rule, trustees should serve without com-
pensation. Research does not support the con-
tention that compensated boards serve their
institutions better. Moreover, every dollar spent
on trustee compensation is one that could have
gone toward achieving the mission of the foun-
dation. The only exceptions should be if the
CEO also is a trustee or if the foundation com-
pensates lower-income board members who
otherwise could not afford to serve.

b) Maintains policies and practices that support ethical behavior

> One of the most important things a grantmak-

ing institution can do to build public trust in its
operations is to maintain appropriate policies
and practices that make the possibility of abuse
less likely and demonstrate substantive
accountability. These policies include, but are
not limited to: a) maintaining appropriate con-
flict of interest and whistleblower protection
policies; b) establishing reasonable, not exces-
sive, executive compensation; and c) subscrib-
ing to any of a number of available codes for
ethical conduct and good governance.

> Transparency also is integral to preventing

abuses and enhancing meaningful accountabil-
ity. A grantmaker practicing Philanthropy at Its
Best should share freely extensive information
regarding its grants, governance, management,
investments and operations.

Because data on the issues covered by the
ethics criterion are neither centralized nor eas-
ily available, we cannot say what proportion of
the nation’s grantmakers meet or exceed these
benchmarks. But many exemplary grantmakers
operate in ways that meet or exceed the meas-
ures for this criterion.



Chapter llI: Ethics

Foundation board positions are no longer ceremonial. Board members must be fully
engaged in the oversight of their foundations’ operations and must actively seek to improve
their skills. It is essential that foundations do everything they can to guard against both real

and perceived abuses.

rivate foundations and other institutional grant-

makers play a vital role in sustaining the U.S. civil
society sector, and exemplary foundations operate
ethically and with great integrity. Unfortunately, too
many grantmakers do not take the necessary steps to
demonstrate that they are using their tax subsidies to
further their charitable purpose. It is incumbent on a
foundation to demonstrate accountability and trans-
parency in its operations so that regulators and the
public know that all grantmaking institutions are act-
ing as ethical stewards of the tax-subsidized dollars
with which they are entrusted. As the Internal
Revenue Service’s Governance and Related Topics
guidelines for nonprofit organizations state: “The pub-
lic expects a charity to abide by ethical standards that
promote the public good. The organization’s govern-
ing body bears the ultimate responsibility for setting
ethical standards and ensuring they permeate the
organization and inform its practices.”*'? As the ulti-
mate decision-making body of a grantmaking institu-
tion, it is incumbent on a foundation board in partic-
ular to ensure that the institution it oversees complies
with regulatory and legal requirements, public policy
and generally-accepted ethical practices.

—Emmett D. Carson, President and CEO

Silicon Valley Community Foundation?'®

In 1975, the total number of foundations in the
United States was 21,877. The most recent data avail-
able show a dramatic increase since then, with a sig-
nificant surge in the type, number and assets of foun-
dations. Currently, there are 72,477 grantmaking
institutions, including independent, community, cor-
porate and operating foundations. According to the
Foundation Center, in 2007 the total assets of these
foundations grew to $670 billion, the highest level yet
recorded.??° Although the current financial crisis has
reduced that figure significantly, foundations continue
to control vast wealth. Because institutional grant-
makers largely are exempt from taxation, the govern-
ment foregoes substantial revenue that could be used
to expand social safety net programs or provide for
the common good in other ways. Steven T. Miller,
commissioner of the Tax Exempt and Government
Entities division of the Internal Revenue Service (IRS),
underscored the purpose of the tax subsidy afforded
to charitable organizations when he asserted that
“every charity should make responsible and appropri-
ate use of its resources to achieve its charitable pur-
poses. That is what the tax-subsidy is for.”?*!

Moreover, researchers estimate that “at least 45 per-
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enhancing public trust in philanthropy by voluntarily disclosing
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cent of the $500 billion that foundations hold in their
coffers belong to the American public ... “When a foun-
dation is created today, the burden of lost tax revenue is
borne by citizens today in the form of a tax expendi-
ture,” with the promise that it will be paid out in the
future.”*?* This partially public nature of foundation dol-
lars means that the public has a vested interest and a
right to expect ethical behavior and a reasonable level

Accountability and transparency have become meaningless

buzz words despite some foundations taking steps toward

relevant information that demonstrates they are meeting their

charitable purpose and furthering their missions.

of disclosure about foundation operations. This also is in
keeping with the IRS’s statement that charitable organi-
zations must be “organized and operated exclusively
for one or more exempt purposes.””?> Organizations
must ensure that any earnings do not benefit any private
individual or shareholder, and do not operate for the
benefit of any private interests, including those of the
founder, her or his family, its shareholders or any indi-
viduals controlled by these interests.?**

Viewed from a strictly legal perspective, some con-
tend that foundation dollars are private dollars and
ought not to be subject to public scrutiny. Yet, seen
through a public policy lens, foundations, their
grantees and the public are partners in pursuit of the
common good. Coupled with the exempt organiza-
tion’s legal obligation to demonstrate that it serves the
public good and not private interests, as stated above,
this is a compelling and justifiable rationale to expect
institutional grantmakers to behave as ethical stew-
ards of the partly public monies with which they are
entrusted. Accountability and transparency have
become meaningless buzz words despite some foun-
dations taking steps toward enhancing public trust in
philanthropy by voluntarily disclosing relevant infor-
mation that demonstrates they are meeting their char-
itable purpose and furthering their missions. Too few
foundations engage in such disclosure, limiting the
information the public needs to know that its tax dol-
lars are being used appropriately.

Institutional philanthropy historically has shown a
preference for self-regulation over government regu-
lation, with foundation trade associations and affinity
groups frequently voicing collective opposition to any
increase in governmental scrutiny. Even something
seemingly as innocuous as mandated information dis-
closure is viewed with alarm, invoking unsubstantiat-
ed rhetoric about the “slippery slope” that leads to
increased regulation.
But disclosure regula-
tion would not infringe
on a foundation’s inde-
pendence or decision-
making; it simply would
provide grantmakers,
policymakers and the
public with more robust
information about the
sector. Given that gov-
ernment regulation of
philanthropy currently
is so minimal, rigorous self-regulation is all the more
important; but without substantive self-regulation fur-
ther governmental regulation of foundations is likely.
Sharing relevant information provides the public with
important information from which it is free to draw its
own conclusions; vigorous self-regulation is possible
only with the right tools.

Independent research and congressional testimony
by IRS officials demonstrate that the IRS’s tax exempt
organizations division is extremely shorthanded and
underfunded. State attorneys general lack the capaci-
ty to analyze voluminous foundation reports submit-
ted to them each year with limited financial and
human resources. Fully 36 states had one or fewer
full-time equivalent attorneys dedicated to nonprofit
oversight, with 17 states lacking any such legal capac-
ity whatsoever.?>> In other words, oversight capacity
has not kept pace with the explosive growth among
foundations. The quasi-public nature of foundation
assets makes it incumbent on foundations to act ethi-
cally and prevent philanthropic abuses.

The information that private foundations must dis-
close publicly to maintain their tax-exempt status is
limited to what is available on the IRS’s tax forms for
these organizations, the 990 PF form,*?® and annual
reports provided on a voluntary and variable basis.
Further, media reports indicate that many individuals
continue to abuse philanthropy for personal gain.
Examples range from political cronyism to extrava-



gant compensation and retirement packages for foun-
dation trustees and executives. Coupled with the lim-
ited publicly available data on foundation operations,
the public trust in institutional grantmakers has dimin-
ished and must be rebuilt. These are compelling rea-
sons for foundations to take robust voluntary steps
that demonstrate high levels of transparency and
accountability.

There are three things that a foundation can do to
make ethical operation more likely:

1. Maintain an engaged board with a minimum of
five trustees that brings a plurality of perspectives
to its decision-making;

2. Maintain policies and practices in support of ethi-
cal behavior; and,

3. Disclose significant amounts of information to the
public.

As more foundations take meaningful steps in this
direction, the public trust will be rebuilt and grant-
makers will maximize the social benefit of their con-
tributions to the American civil society sector.

Recent regulatory and policy history of philanthropic
accountability and sector reform
Issues of foundation accountability and regulation
date back to concerns that the early philanthropists
such as Andrew Carnegie and John D. Rockefeller
were using the charitable tax subsidy to exert undue
influence on many dimensions of the public sphere
through their giving.??” Government regulation
declined in the early 1980s, following an IRS “exam-
ination study,” which concluded that private founda-
tions were complying with the dictates of their tax
exemption status. Faced with financial and human
resource deficiencies, the total number of audits on
private foundations decreased dramatically through-
out the 1990s, leaving the sector with markedly less
oversight and making it increasingly reliant on self-
regulation.??®

The bull market period of the 1990s saw a tremen-
dous surge in the number of foundations and their
total assets. As The Robert Wood Johnson Foundation
states, “although this boom ... suggests that founda-
tions are thriving as never before, it is precisely this
rise in numbers, influence and complexity, coupled
with reductions in government spending for social
services that leaves them vulnerable to claims that
they are ‘unaccountable.””?%

In 2001, rampant scandals reported among corpo-
rations, government agencies and churches led to
increased public scrutiny and demands for more
investigations into foundations and other charitable
organizations. The public trust in institutional philan-
thropy diminished significantly following a series of
investigative media reports by the Washington Post
and Boston Globe in 2003. The newspapers ran in-
depth articles, demonstrating high levels of financial
abuses, particularly among foundation trustees and
executives. Financial scandals at Enron, Tyco
International, Adelphia and other corporations led to
the bipartisan Sarbanes-Oxley Act of 2002. The act
established uniform standards for all U.S. public com-
pany boards and management because of the impact
of the drop in private sector shares on publicly traded
securities. In light of the philanthropic abuses docu-
mented by the media, policymakers and regulators
began to consider the applicability of similar provi-
sions to nonprofit organizations to ensure compliance
with the law and justify the lost tax revenue from the
charitable exemption.

State attorneys general and members of Congress
with oversight of federal tax laws raised concerns
about their capacity to ensure that charitable organi-
zations were complying with the law, leading to
diminished oversight. In 2004, the Senate Finance
Committee chaired by Sen. Charles Grassley (R-lowa)
began a series of hearings to determine the extent of
the problem. Among the myriad testimonies present-
ed to the committee, IRS authorities admitted that the
nonprofit sector long had been treated as a “compli-
ant area” by tax regulators. Because of limited finan-
cial and human resources, the agency audited less
than half a percent of the roughly one million charita-
ble organizations it is supposed to oversee. This was
in keeping with prior testimony from Marcus Owens,
former director of the IRS’s Exempt Organization
Division during the Clinton Administration, who stat-
ed that the IRS could access only 20 percent of the
information found on 990 PF forms, and with a budg-
et of $59 million in 1999, the exempt division was
incapable of conducting more than 115 audits of the
more than 60,000 foundations under its oversight in
the same fiscal year.?*° Much of this depletion of staff
and resources at the IRS came in the wake of Sen.
William Roth’s (R-Del.) testimony on IRS abuses in
1997, which led to a massive reorganization of the
agency and Congress maintaining tight control over
the IRS budget.
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Representatives of the National Association of
State Charity Officials (NASCO) also underscored the
paucity of funds available to support charitable
enforcement cases. Mark Pacella, then president of
NASCO, testified that financial resources were
severely overextended and NASCO offices had insuf-
ficient personnel to conduct investigations of charita-
ble organizations. Pacella noted that 990 PF forms fre-
quently were submitted by organizations with inaccu-
racies and “filed one or more years after the fiscal
period for which they relate has passed, making it
doubly difficult for regulators to ... pursue enforce-
ment actions in a timely manner.”?*' William
Josephson, assistant attorney general for New York
State, offered similar testimony, stating that although
fully one-tenth of all 990 PF forms that his office
reviewed raised red flags, resource deficiency and a
void of legal expertise resulted in these cases often
not being investigated. NASCO and several state
attorneys general emphasized the need to reform the
990 PF tax form, promote greater communication
between IRS and state enforcement agents, and create
electronic filing systems that were available readily to
both tax authorities and state jurisdictions. Watchdog
groups such as NCRP also testified on the need to
improve philanthropic accountability. In his June
2004 testimony during the Senate Finance
Committee’s hearings on reforming charitable sector
reform and oversight, Rick Cohen, then executive
director of NCRP, noted three guiding principles that
informed NCRP’s agenda for recommendations to
reform accountability:

1. The laws and regulations for addressing the
accountability of foundations and correcting the
excesses reported in the press need to be strength-
ened.

2. Notwithstanding improved statutory and regulato-
ry standards, the philanthropic sector itself has to
get serious about dealing with the malefactors who
sully the good work of organized philanthropy.

3. There should be an increase in the resources devot-
ed to governmental oversight of philanthropy at the
federal and state levels—and NCRP several months
ago [in 2004] issued a specific proposal for the reuse
of the foundation excise tax just for this purpose.?*?

Following the 2004 hearings, the Senate Finance
Committee recommended the formation of an inde-
pendent panel to analyze the state of governance and

make recommendations to strengthen accountability
and transparency in the nonprofit sector. In response,
the Independent Sector convened a coalition of non-
profit experts and the Panel on the Nonprofit Sector was
created to address concerns articulated by Congress,
nonprofits, the public, and federal and state oversight
agencies about the illegal and unethical practices of
some charitable organizations. The panel produced
final and supplemental reports, including recommenda-
tions for sector-wide reform, in 2005 and 2006.

The Senate Finance Committee eventually merged
these recommendations into legislation passed as the
Pension Protection Act of 2006. Provisions of the 2006
act subjected charitable organizations to more rigorous
reporting requirements, authorized the IRS to revoke the
tax-exempt status of any nonprofit or foundation that
failed to file returns within three years, and established
harsher penalties to inhibit inappropriate compensation
and payout practices at charitable organizations, includ-
ing foundations. The IRS also developed an electronic
990 form to improve the accuracy of nonprofit data col-
lection and make information more accessible between
state and federal enforcement personnel. In October
2007, the Independent Sector and the panel published
the Principles for Good Governance and Ethical
Practice: A Guide for Charities and Foundations, a list of
33 separate principles to strengthen ethical standards
through self-regulation within the philanthropic commu-
nity. Unfortunately, despite these various regulatory
reforms and tools for self-regulation, abuses of philan-
thropy that diminish the public trust continue until today.
For example, Bloomberg News reported suspicious
insider dealing at the Robin Hood Foundation in 2007.
An investigation revealed that the foundation maintained
an emergency fund that grew from $20 million to
$144.5 million in less than a decade and was invested in
19 hedge funds, of which seven were operated by Robin
Hood donors and trustees. These board members were
paid 2 percent of assets and 20 percent of profit for man-
aging the donations; the charity paid $14 million in fees
for hedge-fund management in 2005.%*% These actions
demonstrate a direct violation of the IRS’s guidelines for
maintaining the charitable exemption. As the application
guidelines for exempt status state, all 501 (c) (3) organi-
zations “must not operate for the benefit of private inter-
ests such as those of ... its shareholders or persons con-
trolled by such interests.”>>* After congressional scrutiny,
Sen. Grassley voiced disapproval of the foundation’s
trustee fee policies and the Robin Hood Foundation
changed its practices. In a letter to foundation support-



ers, then—Executive Director David Saltzman defended
the foundation’s policies, noting that none of the seven
trustees served on the board’s investment committee.
Still, because of the media and regulatory concerns,
Saltzman’s letter announced a change in operations:
“Although we are totally comfortable with these proce-
dures, as part of our board's ongoing governance review
over the past year, and to avoid even the appearance of
any conflict, we have decided that none of Robin
Hood's leadership will manage these funds going for-
ward.”?*> Such reports underscore the need for substan-
tive reform of the way accountability and transparency
are demonstrated in the philanthropic sector. This also
ensures legal compliance barring insider dealing.

As NCRP co-founder and long-time commentator
on the charitable sector Pablo Eisenberg stated before
the Senate Finance Committee in 2004, “Public confi-
dence in our charitable organizations has decreased.
... There is a growing perception that the nonprofit sec-
tor lacks accountability. We cannot maintain strong
and vibrant foundations and nonprofits without public
trust. Restoring that trust must be the objective of any
attempts to reform what is wrong with the system and
to strengthen those practices that have been effec-
tive.”?3® The partially public nature of foundation dol-
lars, coupled with the significant increase in founda-
tion assets, makes restoring the public trust in institu-
tional philanthropy a practical and a moral imperative.

BOARD COMPOSITION
Board composition is critically important for any
grantmaking institution. Boards need to be large and
diverse enough to protect the public trust and to
reflect authentically the priorities of communities
served by the foundation.

Board size

tion. In contrast to the final panel recommendations
made to the Senate Finance Committee that boards
ought to include a minimum of three people, the
tenth principle from the Panel and the Independent
Sector’s Principles to improve governance and ethi-
cal behavior suggests that boards should comprise a
minimum of five individuals. Similarly, in his 2004
statement to the Senate Finance Committee,
Eisenberg noted that neither regulation nor legisla-
tion should mandate the maximum size of a board.
Highlighting that many grantee organizations have
between 20 and 30 board members, he emphasized
the benefits of larger boards: “Often, their size is an
important asset, enabling them to achieve regional,
ethnic, professional and community diversity and
capacity.”?*® Eisenberg added that while committee
staffers recommended a minimum of three board
members, maintaining a minimum of five trustees
“provides a better guarantee that the organization
can have a broad perspective and better under-
standing of the organization’s purpose and pro-
grams.”?3? The potential negative consequences of a
three-person board become clearer when one
looks, for example, at the Bill and Melinda Gates
Foundation, discussed in the case study of this
chapter. Taken together, these perspectives suggest
that ensuring at least a five-person board at a foun-
dation increases the likelihood that collective pref-
erences will inform and lead to better decision-
making. Improved decision-making is not a
panacea for eliminating abuses of philanthropy for
personal gain. But, at a minimum, it offers the
potential for better judgment to curb the level of
abuse and restore the public trust in institutional
philanthropy.

The board [of a charitable organization] should have enough members
to allow for full deliberation and diversity of thinking on governance and
other organizational matters. Except for very small organizations, this
generally means that the board should have at least five members ... The
board of a charitable organization should include members with the

Recent research indi-
cates that diverse
groups are better at
problem-solving.
Because a small board
restricts the number of
perspectives of a foun-
dation’s decision-mak-
ing body, increasing
board size is an impor-
tant corollary to diver-
sifying board composi-

diverse background (including but not limited to, ethnic, racial and gender
perspectives), experience and organizational and financial skills
necessary fo advance the organization’s mission.

—Panel on the Nonprofit Sector, Principles 10 and 11237
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Diversifying board composition

Recent studies indicate that foundation staffs, particu-
larly program officers, are becoming more diverse,
but the same cannot be said of boards. This means
that decision-making remains concentrated in the
hands of a homogeneous group at most foundations.
Moreover, while staffs are becoming more diverse,
progress appears to have slowed in recent years and
the majority of staff diversity is attributable to the
increase in the number of female program officers. A
recent study commissioned by the Rockefeller
Philanthropy Advisors on the diversity of foundation
staff and boards over the last 25 years found that
while there has been much progress, it has been
inconsistent.”*? The biggest gains were seen in the first
half of the time period, but stagnation set in during
the second half. For example, board diversity
increased by 127.9 percent from 1982 through 1994;
from 1994 to 2006, the gains were only 32.7 percent.
Currently, 87 percent of foundation board members
are white, and demographic data on socio-economic
status of trustees do not exist. Coupled with the small
size of many boards, this means that decision-making

THE BILL AND MELINDA GATES FOUNDATION:

remains significantly concentrated in the hands of
homogeneous groups. These are disturbing trends
among foundation decision-makers, especially con-
sidering the tremendous increase in foundation
assets, which remain largely exempt from taxation,
controlled by these groups.

Similarly, CEO diversity increased by 156.3 per-
cent from 1982 to 1994 and then by only 41.5 per-
cent from 1994 to 2006. Foundation CEOs were even
less diverse than the boards analyzed; total CEO
diversity increased by a mere 5.8 percent in 2006.
Regarding program officer diversity, the majority of
increases in the proportion of diversity were between
1982 and 1994. Notably, the period from 2002 to
2006 saw a decline in program officer diversity.?*!
Neither the report nor this writing seeks to identify
causal relationships between the factors related to
increases in staff and board diversity and the trends
identified. But even for those in the group that has
seen the biggest gains in diversity, the statistics are
telling: although the percentage of women in philan-
thropy increased, particularly as a proportion of pro-
gram officers,*** these gains were made largely by

IMPLICATIONS OF CONCENTRATED DECISION-MAKING AND A NON-DIVERSE BOARD

The board of the Bill and Melinda
Gates Foundation comprises three
people: Warren Buffett, Bill Gates
and Melinda Gates. Can such a
small group of decision-makers
bring a plurality of perspectives to
the board, especially in the
absence of critical feedback? This
is a vitally important question con-
sidering the mammoth size of the
Gates Foundation.

Pablo  Eisenberg,  Joel
Fleishman and Dr. Arata Kochi,
the former leader of malaria
programs for the World Health
Organization  (WHO), are
among the few voices that have
raised concerns about the lack
of controls or honest feedback

from grantees to ensure that the
Gates Foundation is achieving
its mission. In fact, Dr. Kochi no
longer is with the WHO,
although the organization states
that he is on leave and that his
departure is unrelated to his crit-
icism of the Gates Foundation
as a “cartel” that imposed its
agenda on the WHO and was
unreceptive to critical feed-
back.?°? Even the former direc-
tor of the Gates Foundation,
Patty ~ Stonesifer, cautioned
about the dangers the founda-
tion faces because of its lack of
receptivity to critical feedback,
stating in the 2007 annual
report that “the danger isn't in

what people do tell you - it's in
what they don’t.”2°3

While the mission and vision
of the Gates Foundation are
almost universally accepted as
laudable, some like Dr. Kochi
raise important issues, for exam-
ple about the reliance on techno-
logical solutions such as the
malaria vaccine versus address-
ing immediate problems such as
dire poverty in less developed
countries. Indeed, many develop-
ing countries that welcome the
infusion of monies to improve
health find themselves in the awk-
ward position of lacking the
needed infrastructure to put those
resources to use. Health systems



white women. Moreover, even white women remain
underrepresented on foundation boards, comprising
31 percent of all board members in 2006.°*

Diversity is a nuanced, complex and dynamic con-
cept; true and inclusive diversity cannot be reduced
to numbers and measures alone.?** Thus, demograph-
ic diversity is not the only important factor in deter-
mining how diverse or inclusive a foundation or its
board is. As Mary Ellen Capek and Molly Mead note
in defining “deep diversity,” “Diversity also works to
democratize boards and staffs of organizations. More
diverse boards and staffs have a better shot at being
effective. Understanding gender in the context of
other diversities like race, class and culture—which
also means understanding the insidious, often subtle
and unacknowledged preference for ‘normal’—is
essential for building healthier institutions.
Philanthropic and nonprofit leaders interviewed for
our book emphasized the need for new language to
capture this understanding, so throughout our book,
we use the term ‘deep’ diversity to describe an institu-
tionalized understanding of diversity that goes wide
as well as deep.”**®

University of Michigan professor Scott E. Page’s
seminal book The Difference: How the Power of
Diversity Creates Better Groups, Firms, Schools and
Societies**® presents compelling evidence that diver-
sity leads to enhanced effectiveness and gains in effi-
ciency. Drawing on various statistical models, Page
contends that diversity should be valued for its posi-
tive contributions within a market framework and
especially for decision-making and addressing prob-
lems. His findings indicate that diverse groups outper-
form homogeneous groups, even when ability is con-
trolled for. Page argues that diverse backgrounds, per-
spectives and opinions lead to more accurate collec-
tive predictions and better decisions. The link
between “diversity” and effectiveness is one that res-
onates with many funders, particularly given the con-
nections between philanthropy and the private sector.
Importantly, Page’s work must be contextualized so
that “diversity” does not get reduced to simple met-
rics. Social inclusion and authentic ways to diversify
foundation boards suggest including the grantee and
community perspectives as two important means to
achieve meaningful “deep diversity.” As Dr. Robert K.

overwhelmed by large amounts
of cash are unable to keep pace
with the amount of work that non-
profits now are funded to do
because of the Gates Foundation.
The effect has been described as
the “Bill Chill” specifically
because, despite claims to the
contrary, many grantees fear
incurring the wrath of the Gates
Foundation and the possibility of
losing grant monies.?>*

If the board of the Gates
Foundation never hears honest criti-
cism, and if the board does not
reflect diversity in any meaningful
way or incorporate the voice of
grantees, how is that board sup-
posed to exercise the best judg-

mente  As the Rockefeller
Philanthropy Advisors’ 2008 report
on diversity states, “Inclusiveness
[means] sharing of power and deci-
sion-making with the entire range of
constituents ..."2%3

To its credit, the Gates
Foundation recently has created
several advisory committees tfo
help diversify and guide its grant-
making; yet, the problem of the
concentration of power among
three trustees persists as a chal-
lenge. Advisory committees do
not have the same decision-mak-
ing authority as trustees do and
there are questions about
whether these committees accu-
rately or adequately reflect the

grantee and constituent perspec-
tive. As Scott Page nofes,
“Diverse people ... can handle
any contingency owing to their
differences, but they can also
combine their differences to cre-
ate even better solutions.” In
other words, a larger and more
diverse board at the Gates
Foundation likely would generate
more innovative and effective
solutions to resolve problems.
Excluding the grantee and con-
stituent voices from its decision-
making leads to solutions that
are not fully-informed by the real
needs of the intended beneficiar-
ies of the Gates Foundation’s
grantmaking.
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Ross, president and CEO of the California Endowment
states, “Diversity is best understood, prioritized and
integrated into the operations of a foundation as a tool
for effectiveness in, and responsiveness to, the com-
munities being served.”?*

There is general consensus that the diversity and
heterogeneity of the foundation universe results in
variable perceptions of effectiveness. Yet, there is
less discussion or agreement on the issue of what
comprises an authentically diverse board. To
address this gap, the Center for Effective
Philanthropy (CEP) conducted a rigorous statistical
analysis as part of its Foundation Governance
Project. In its second report of the Project, CEP
found that “once minority membership reaches
higher absolute numbers—three or more—ratings
of opportunity for influence do not vary between
minority and non-minority [board] members.”?*3
Importantly, as CEP acknowledges in this report, the
lack of a single or uniform measure of foundation
effectiveness makes any analysis of this important
component of foundation governance challenging.
Thus, CEP relied on self-reporting from foundation
trustees regarding their perceptions of what com-
prises effectiveness as a proxy measure in this
analysis. The findings on board diversity merit a
specific caution: while the correlation between the
absolute number of minority persons on a board
and the minimum number of those members need-
ed to ensure that they feel empowered in board dis-
cussions is sound, it has the potential to perpetuate
reductionist viewpoints on what diversity compris-
es. Put differently, just as Page’s work on board
diversity and effectiveness must be framed in the
larger context of social inclusion, so must the CEP
findings. It would be counterproductive for boards
to assume that once they reach the nominal figure
of three “minority” members that there is, in fact,
authentic diversity reflected in the board’s composi-
tion. But the CEP findings do underscore that a
board must have a minimum of five people;
because a minimum of three non-majority members
is needed for them to express their opinions,
increasing board size to a minimum of five is a rea-
sonable and achievable benchmark for any grant-
making institution to meet.

Including the grantee voice in decision-making
Grantees are more attuned to the needs of their con-
stituents, understand the local context in which they

work and bring other valuable intellectual and
human capital to the relationship that funders do not
have. This expertise should inform philanthropic
decision-making by including these representatives
on boards. It is knowledge that increases sector-wide
impact and helps foundations better understand on-
the-ground realities of the environment in which
both parties are working. Some exemplary grantmak-
ers already include grantee or constituent representa-
tives on their boards.

In 2003, NCRP convened representatives from
50 local, national and regional nonprofits includ-
ing affinity groups, civil rights organizations and
community-based organizations. Among the issues
raised by participants in their discussion of
improving philanthropic practice was diversifying
board composition. As the report on the convening
states, “Meeting participants particularly cited the
need for putting [grantees] on the boards of foun-
dations and for expanding the representation of
people of color on foundation boards as high pri-
ority tasks ...”?%?

A 2008 survey by Grantmakers for Effective
Organizations (GEO) found that only 14 percent of
grantmaker respondents indicated that they had
delegated power about decisions regarding funding
to grantees or representatives of recipient communi-
ties.>>® Foundation asset size is associated with the
likelihood of engaging grantees or communities
served: the larger the foundation, the more likely it
is to do so. Even so, GEO’s analysis found that only
21 percent of the largest foundations with assets in
excess of $400 million reported delegating deci-
sion-making.

GEO'’s survey also found that foundation boards
that include members with nonprofit experience are
more likely to engage in grantmaking practices that
are associated with grantee success. In their sample,
respondents with one or more nonprofit representa-
tives on the board were twice as likely to report solic-
iting anonymous or non-anonymous feedback from
grantees. GEO notes that while there is an associa-
tion between the presence of such board members
and these “grantee-friendly” practices, causality is
hard to determine. As the report states, it is possible
that grantmakers already engaged in such practice
are more likely to maintain nonprofit representation
on their decision-making bodies if the presence of
these members is associated with better decision-
making practice.?®'



TRUSTEE COMPENSATION

Trustee compensation persists as the subject of signif-
icant debate and research in philanthropy. The IRS
does not provide definitive guidance on how to deter-
mine appropriate levels of trustee compensation, not-
ing that “the compensation of officers, directors,
trustees, key employees, and others in a position to
exercise substantial influence over the affairs of the
charity should be determined by persons who are
knowledgeable in compensation matters and who
have no financial inter-
est in the determina-
tion.”>>” Media reports

Principle does, however, state that “Board members
are generally expected to serve without compensa-
tion other than reimbursement for expenses incurred
to fulfill their board duties.” The conservative
Philanthropy Roundtable’s president Adam Meyerson
challenged the “general expectation” clause when his
organization refused to sign on to the Principles,
asserting that there is no such expectation in the sec-
tor. In 2008, William A. Schambra, director of the
Bradley Center for Philanthropy & Civic Renewal and

Philanthropy has an honest reputation that's being tarnished by

continue to demon-
strate abuses of trustee
fees for personal enrich-
ment and  recent
research demonstrates
high variability across
foundations regarding
trustee compensation
policies and practices.
There are two com-
pelling reasons for a
grantmaking institution
to maintain an uncom-
pensated board: the

the actions of a few greedy trustees and staff members who pay

themselves far too handsomely .... Foundations have tax-exempt

status because they contribute to the greater good. To survive
and prosper, they need the public’s trust. Excessive compensation
drains money away from charity and creates an intolerable stain

for the many selfless trustees who work for little or no money.

— Editorial, The Boston Globe, November 2, 20032°¢

data do not support pro-
ponents of compensation who contend that such pol-
icy results in better service; and more importantly,
every dollar that goes to excessive trustee compensa-
tion is a publicly subsidized dollar that should be
used to further the grantmaker’s mission. Thus, as a
rule, trustees should serve without compensation; this
is expected of and true for the vast majority of grantee
organizations. The only exceptions should be if the
CEO also is a trustee or if the foundation compensates
lower-income board members who otherwise would
be unable to serve because they cannot afford the
time lost from work. As Virginia Esposito of the
National Center for Family Philanthropy states,
“Foundations are generally averse to supporting that
sort of behavior on the nonprofit side, so why do they
do it themselves? | would be appalled if a nonprofit
that | was thinking to fund paid their trustees, so we
should not either.”2>®

The 2007 Principles for Good Governance and
Ethical Practice, issued by the Panel on the Nonprofit
Sector convened by the Independent Sector did not
rule out compensating board members. The 20th

senior fellow at the Hudson Institute, synthesized
many of the arguments stated by grantee and founda-
tion executives for and against compensation of
trustees. As Schambra notes in discussing the
Roundtable’s response, trustee compensation is a
legal practice provided that payments are not exces-
sive and can be considered “‘reasonable and neces-
sary to carry out the exempt purposes of the founda-
tion.”>> In contrast, Pablo Eisenberg et al/s 2003
research notes the potential for self-dealing and abuse
that results from variable interpretations of the IRS
guidelines that bar trustees from engaging in such
practice. As the report states, “According to the IRS,
trustees, even family members, can be paid for serv-
ices to a foundation that are reasonable, necessary
and not excessive. There are, however, no firm crite-
ria for evaluating what is reasonable, necessary and
not excessive. Such vagueness leaves the door open
to potential ethical problems and blatant abuse by
trustees.”*®® Some grantmaking institutions such as
the Charles Stewart Mott Foundation never have com-
pensated board members. As the foundation’s presi-
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many, many excellent potential candidates who would love an

dent and CEO William White states, “We have never
had to pay our board members. There are many, many
excellent potential candidates who would love an
opportunity to serve on a foundation board free of
charge.”?®!

Media reports indicate that foundation trustees
continue to receive excessive compensation and
abuse their positions in other ways. The 2003 Boston
Globe series concluded that there were many foun-

We have never had to pay our board members. There are

opportunity o serve on a foundation board free of charge.

—William S. White, President and CEO
Charles Stewart Mott Foundation

dations “whose tax returns show that officers and
directors are themselves the principal beneficiaries of
foundation assets.”>°? For example, the Globe found
that Paul C. Cabot Jr., principal trustee of the Paul and
Virginia Cabot Charitable Trust, paid himself an
annual salary of more than $1 million from 1998 to
2001, with an increase in 2001 to finance his daugh-
ter’s $200,000 wedding. During the same five years,
the foundation’s assets declined significantly from
$14 million to roughly $5 million under Cabot’s
stewardship while paying out an average of
$400,000 a year to grantees. Cabot admitted to the
Globe that a large proportion of foundation assets
was used to maintain his affluent lifestyle.?®® This
example demonstrates not only a violation of the
public trust but a clear breach of federal laws regard-
ing charitable organizations that apply to private
foundations, i.e., that such entities “must ensure that
its earnings do not inure to the benefit of any private
shareholder or individual” and “must not operate for
the benefit of private interests such as those of its
founder [or] the founder’s family.”26

More recently, the Buffalo News*®® reviewed the
tax returns of 80 foundations of variable size and
type in a series of articles analyzing foundation
grantmaking and expenses in Western New York. The
analysis found that 30 (37.5 percent) of these founda-
tions compensated their trustees. The foundations

5

that provided the highest levels of trustee compensa-
tion include the Margaret L. Wendt Foundation and
the Oishei Foundation. The article notes that the
$124 million Wendt Foundation pays three trustees
$156,000 a year while the Oishei Foundation pays its
nine trustees a total of more than $300,000 annually.
Oishei holds $305 million in assets. Such behavior is
an abuse of the public trust and negatively impacts
the proportion of foundation assets that are much
needed by grantees. In
the aggregate, the 80
foundations analyzed
spent approximately 25
cents on operating and
administration expens-
es for every dollar
awarded in grants. The
article highlights the
variability in foundation
expenses  associated
with asset size and con-
cludes, “Whether for
costly investment advice or trustee costs, [some,
mostly smaller, foundations’] operating and adminis-
trative expenses, as a percent of their grants, [are]
twice the average for foundations between 2002 and
2007."%%° Local context may be an influencing factor
in the cost ratios of smaller foundations noted here.
In contrast to the Buffalo News analysis, the
Association of Small Foundations found that most
surveyed members usually spend 8 cents for each
dollar they pay out in grants.?®”

Smaller samples drawn from the membership of
the Council on Foundations indicate that in 2004, 58
percent of independent foundations provided com-
pensation to all or some of their board members, a
figure that went up substantially to 83 percent for
foundations with assets greater than $500 million.?%8
A recent comprehensive analysis by the Urban
Institute, the Foundation Center and GuideStar found
that roughly 25 percent of all the foundations studied
indicated board compensation on their tax filings for
at least one of the three years studied. Although some
of these foundations did not compensate trustees in
each of the three years analyzed, approximately 18
percent did.?®? The report authored by Elizabeth Boris
et al. is one of the first thorough analyses of the vari-
ous factors that influence foundation expense and
compensation patterns across different types of foun-
dations with variable asset sizes. The study analyzed



influencing factors at 10,000 foundations from 2001
through 2003. Data analyzed included compensation
records for more than 50,000 individual staff mem-
bers, managers, trustees and executives as reported
on the 990 and 990 PF forms. The foundations stud-
ied represent 16 percent of all independent, corporate
and community foundations, and account for 78 per-
cent of all foundation giving and 77 percent of all
grantmaking assets. The report thus presents the most
accurate available picture of the influential factors for
foundation expenses sector-wide.

The analysis shows that compensated board mem-
bers at independent foundations earned a median
salary of $8,000 in the course of the three years stud-
ied. But the same research indicates that the median,
usually less subject to influential outliers than the
mean, still obscures highly compensated board mem-
bers, whose excessive compensation increased the
overall average compensation among independent
foundation board members to roughly $15,700 in the
three-year study.’’® Trustee compensation among
community foundations was rare, but the average
among those that did compensate directors was
between $5,000 and $7,000. Corporate foundations
compensated trustees at rates much lower than either
community or independent foundations, but these
costs do not include other forms of compensation
such as direct payment from the parent corporate
company or other monetary recompense for tasks
performed for the corporation. Compensation was
greater for board members of large foundations with
higher annual giving trends.

In 2003, the Center for Public and Nonprofit
Leadership at Georgetown University published a
study analyzing information on trustee compensa-
tion for 176 of the largest private foundations in the
United States determined by assets and for 62 small-
er U.S. foundations. Pablo Eisenberg et al. analyzed
tax returns from 1998 for each foundation and con-
ducted telephone interviews with private foundation
representatives to verify the accuracy of the data
reported on the 990 PF forms. The results demon-
strated that:

1. In the 238 surveyed foundations, a total of
$44,891,982 was paid in trustee fees; close to $25
million went to trustees at the large foundations.

2. Fourteen of the large foundations studied paid
their trustees more than $100,000 each. Five of the
62 smaller foundations paid their trustees more

than $100,000 each in fees, while nearly half paid
$25,000 or more.

3. A subsample of 113 of the large foundations paid
trustee fees, and compensation at 18 of these totaled
10 percent or more of administrative costs, while the
fees of seven were one-third or more. Further, 22
small foundations provided fees comprising 25 per-
cent or more of administrative costs.””"

The study concluded that trustee fees should be
capped at $8,000 annually per director, emphasizing
that this would translate to the equivalent of an annu-
al salary of $96,000. The researchers recommended
excluding trustee fees as an allowable expense for
foundations to count toward meeting their yearly
payout requirements. As Pablo Eisenberg, one of the
analysts, stated recently to the Buffalo News, “It
comes down to a class issue that has not been
addressed by the foundation world. It’s just an outra-
geous thing that these wealthy folks should get paid
for doing their civic duty.”*’? He also noted that
trustee fees account for some $300 million annually
and that most foundation boards are homogeneous
and do not include the types of variable perspectives
that many nonprofit boards do.

Some grantmakers contend that paying trustees is
necessary because of heightened competition for qual-
ified board members from the private sector, where
they receive such fees. For example, John Healy, former
president of the Atlantic Philanthropies, stated that the
foundation paid its board members “quite handsome-
ly” because “we're asking busy people who have other
careers, sometimes in very specialized fields, to give us
a lot of time.” Similarly, Joel Fleishman, former presi-
dent of the Atlantic Philanthropic Services Co. Inc., the
U. S. program staff of Atlantic Philanthropies, cites this
competition for trustees from the private sector and
their limited time as the rationale for foundations com-
pensating trustees.?”?

In contrast, foundations such as Charles Stewart
Mott, William and Flora Hewlett, David and Lucile
Packard, William Penn, Surdna, Rosenberg, George
Gund, and the Rockefeller Brothers Fund do not com-
pensate their trustees. Colburn Wilbur, former presi-
dent of Packard, explained the foundation’s policy by
stating, “Universities, hospitals and even the largest
nonprofits seldom pay trustees; why should the
Packard Foundation?” Kirke Wilson, former executive
director and president of the Rosenberg Foundation
for some three decades, noted that “there is no
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responsibility, our obligation, to assure that assets are used for

federal tax subsidies Congress has authorized are well spent.

research supporting the notion that trustee compensa-
tion results in higher levels of engagement, better
grantmaking or better work.”>”* Some smaller founda-
tions including the Baptist Community Ministries, the
S. H. Cowell Foundation and the New World
Foundation also do not provide trustee fees.””® This
allows them to invest more foundation money
towards charitable causes.

In assessing whether compensated trustees provide
better service than uncompensated boards, the Center
for Effective Philanthropy (CEP) studied the effective-
ness of both types of boards. CEP found that paid
trustees often were more active outside of the board
room than voluntary trustees but concluded that the
data could not determine whether there is a causal
relationship between more trustee engagement and
compensation. The report also concludes that “even if
pay were shown to cause the different behaviors
described here, it would remain an open question
whether this would justify the practice—or whether
there are other, equally effective ways to motivate
such behavior.”?7®

| believe that poor governance leads to wasted assets,

inefficient use of assets, and loss of public trust in the sector.

For us to ignore these realities would be shirking our

exempt purposes, and that the billions of dollars of

— Steven T. Miller, Commissioner
Tax Exempt and Government Entities Division of the IR

In lieu of direct monetary compensation, some
grantmaking institutions allow trustees to make discre-
tionary grants with foundation dollars. But this is, in
fact, an alternate form of compensation and is not
exemplary practice. While this practice at least ensures
the dollars still are going to a charitable cause of some
kind, there often is little relation between the mission
of the foundation and the recipient organization. Some
trustees use these discretionary grants to advance their
own social standing or to replace monies they would
have given from their personal funds.

The IRS guidelines on board compensation are
vague, subject to variable interpretations of what is
“reasonable,” and lead to a lack of consensus across
the sector about what this means, even within simi-
lar grantmaking institutions. Because of this lack of
agreement and the continued abuses documented
by the media, as a rule, trustees should serve with-
out compensation with the two exceptions of the
CEO or lower-income board members who would
be unable to serve otherwise. Especially because
most foundation trustees come from affluent back-
grounds, there is no defensible rationale for com-
pensation that drains the U.S. civil society sector of
needed grant dollars to maximize the social benefit
of institutional philanthropy’s contributions to its
nonprofit partners.

POLICIES AND PRACTICES THAT SUPPORT
ETHICAL BEHAVIOR

In 2008, the IRS revised the 990 form for charitable
organizations, including some grantmaking institu-
tions such as communi-
ty  foundations, to
include  governance
information. However,
similar changes were
not made to the 990 PF
form filed by private
foundations. Ensuring
ethical operations is
integral to demonstrat-
ing that a grantmaker is
using the tax subsidy
appropriately, not vio-
lating the law, and giv-
ing the public a maxi-
mum return on its char-
itable investments. One
of the most important things a grantmaking institution
can do to build public and regulatory trust in its oper-
ations is to maintain appropriate policies and prac-
tices that make the prospect of abuse less likely and
demonstrate substantive accountability. These poli-
cies include but are not limited to: a) maintaining
appropriate conflict of interest and whistleblower pro-
tection policies; b) establishing reasonable, not exces-
sive, executive compensation; and c) subscribing to
and abiding by any of a number of available codes for
ethical conduct and good governance.
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Maintaining appropriate conflict of interest and
whistleblower protection policies
Several of the Panel on the Nonprofit Sector’s princi-
ples for good governance align with recommenda-
tions made in this chapter. Principle 3 is applicable
directly to ensuring that a foundation is carrying out
its work ethically and that conflict of interest policies
are in place. It states, “A charitable organization
should adopt and implement policies and procedures
to ensure that all conflicts of interest, or the appear-
ance thereof, within the organization and the board
are appropriately managed through disclosure,
recusal, or other means.”?”8

The most recent IRS guidelines for nonprofit orga-
nizational governance state that “the directors of a
charity owe it a duty of loyalty [that] requires a direc-
tor to act in the interest of the charity rather than in the
personal interest of the director ... In particular, the
duty of loyalty requires a director to avoid conflicts of
interest that are detrimental to the charity.”?”? The
same duty of loyalty should apply to conflicts of inter-
est at grantmaking institutions. Ensuring that a conflict
of interest policy is in place provides a foundation a
range of benefits. It can ensure that there is no self-
dealing, a loophole left open by the mid-2000s’ regu-
latory focus on abuses in the charitable sector. By
addressing self-dealing, a conflict of interest policy has
the potential to curb or prevent abuses from occurring.
For example, in 2004, the New York Times reported
that executives from the J. Paul Getty Trust were being
paid retirement packages many times their base salary.
Further allegations led the Council on Foundations to
investigate whether there was “inappropriate compen-
sation for the foundation’s CEO and potential self-
dealing”?®® because of a land procurement deal
between the Getty Trust and Eli Broad, a billionaire fin-
ancier and close personal friend of the trust’s CEO.?®'

By ensuring compliance with its conflict of interest
policy, it is possible that the trust would have avoided
public embarrassment and censure by the Council on
Foundations. This example also demonstrates the
trust’s failure to adhere to its role as an ethical stew-
ard of its assets as required by the IRS guidelines for
ethical operations, specifically that tax exemption is
contingent on the organization neither operating for
private interests nor engaging in business transactions
that do not relate to its tax exempt purpose.

Putting a whistleblower protection policy in place
is an important step to ensure that if and when abus-
es of philanthropy for personal gain are suspected, the

employee or trustee knows that she or he can report
their superiors without fear of retribution. Similar to
adhering to a conflict of interest policy, protecting
whistleblowers demonstrates that a grantmaker takes
seriously the generous tax subsidies it receives and is
committed to eliminating abuses. The media reports
discussed earlier demonstrate continued violations of
the public trust. These investigative articles would not
have been possible had the journalists not granted
anonymity to their tipsters. This is one area in which
grantmakers could draw lessons from the fourth estate
in exercising due diligence that ensures ethical oper-
ations. The IRS governance and related topics guide-
lines for nonprofits “encourages the board of directors
to adopt an effective policy for handling employee
complaints and to establish procedures for employees
to report in confidence any suspected financial
impropriety or misuse of the charity’s resources.”*8*
NCRP advocates such policies to ensure that abuses
are reported without fear of retribution at grantmaking
and grantee organizations alike.

Establishing reasonable, not excessive, executive
compensation

Executive staff are compensated under the IRS stipu-
lation that such compensation is “not excessive and
can be considered reasonable and necessary to carry
out the exempt purposes” of the foundation. As with
the variable interpretation of the terms “reasonable
and necessary” in trustee compensation, determining
what constitutes “reasonable” compensation for exec-
utives of grantmaking institutions remains an area of
considerable debate and disagreement.

Numerous factors inform the process for determining
an executive’s compensation level. Because of regional
variations in the cost of employing and retaining high-
quality staff, heightened competition for qualified staff
who otherwise could work in the private sector, and the
huge variations in the cost of conducting a foundation’s
day-to-day operations, the current mandate that com-
pensation be “reasonable” leaves grantmakers substan-
tial flexibility. It is impossible to determine a single, uni-
form metric to determine an appropriate level of com-
pensation for foundation executives. But the variable
definitions of “reasonable” make it all the more impor-
tant that grantmakers have clear and transparent
processes in place to make compensation decisions.
Excessive executive compensation damages the public
trust in grantmaking institutions and is an affront to the
spirit of philanthropy. For a foundation to increase reg-
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ulatory and grantee trust in its operations, it should be
transparent about the steps taken in determining what it
perceives as reasonable and why. By clarifying and pub-
licizing the process and policies used to determine
executive compensation, a foundation executive’s com-
pensation is contextualized better and abuses of philan-
thropy for personal gain can be curbed.

The Chronicle of Philanthropy notes that the medi-
an levels of executive compensation across the non-
profit sector grew at a rate faster than inflation: infla-
tion was 4.1 percent in 2007, while grantee and foun-
dation CEOs received a median compensation
increase of 5 percent. As the Chronicle highlights, this
is the largest increase in a one-year period since the
paper’s 2002 survey that showed a 7.5 percent
increase.”® Although this analysis emphasizes vari-
ability across types of foundations and notes the
emerging trend of larger charities hiring leaders with
private sector backgrounds as contributing factors,
some foundations appear to provide unjustifiably
large compensation to their CEOs. Another important
finding in the analysis is that many foundation
trustees now provide exorbitant bonuses and fringe
benefits that supplement even seemingly reasonable
executive compensation levels.?8*

Negative publicity that often accompanies excessive
compensation has significant consequences for a grant-
making institution. For example, the infamous 1992
scandal about United Way President and CEO William
Aramony’s theft from the organization continues to
haunt United Way chapters nationwide because of the
extensive media coverage the incident received.
Aramony was convicted in 1995 on 25 counts, includ-
ing conspiracy to defraud and filing false tax returns; he
served seven years in prison. In 2002, upon Aramony’s
release from jail, the Nonprofit Quarterly quoted Bob
Beggan—the man in charge of United Way’s internation-
al work who had reported to Aramony for nineteen
years—as stating that he had to travel with a document
that explained what had happened because the
Aramony scandal came up in other parts of the world.?%

The same article notes that many local chapters
disaffiliated themselves from the national United Way
office and filed for name changes, and that local
chapters that did not even exist during the early to
mid-1990s still must address this scandal in the
“Frequently Asked Questions” sections of their web
sites. In 2006, Kevin McCarthy, CEO of the United
Way of Inland Valley in California, said that he still
heard regularly about the Aramony scandal.?®® This

egregious example demonstrates how executive
largesse and abuse of the public trust hurts the chari-
table purpose of an organization. More recently, the
public scandal surrounding former CEO Gloria Pace
King’s $2.1 million pension led to outrage among
individual donors who withdrew their support, result-
ing in the United Way of Central Carolinas closing its
fundraising campaign in November 2008 some $20
million short of the amount raised in the previous
year; the chapter was among the 20 leading fundrais-
ing chapters at that time.?®” Excessive executive com-
pensation that brings a grantmaker bad press is espe-
cially harmful for grantmaking public charities that
rely on raising funds from the public.

Pablo Eisenberg has been a regular critic of the prac-
tice of augmenting executive compensation at the
expense of talented program officers. He states, “Such
compensation practices show how many foundations
have begun to borrow the corporate cult of the chief
executive, with its increasingly high pay, large benefits,
special perks, and separation from the rest of the staff.
In many cases, the second-highest ranking official in a
foundation ... receives half or less of the CEO’s salary,
while excellent program officers may get one-third or
less of the salary their CEO receives.”*%

The 990 PF form requires data on the compensa-
tion provided to all officers, managers, trustees and
directors to be listed. A foundation also must report
compensation of the five highest paid employees not
included in the section on board members and others
noted. While these data provide meaningful insight
into compensation, the variability in how the infor-
mation is reported makes comparisons over time
challenging. For example, although only 25 percent
of foundations employ staff, the data on the PF form
vary by year. An employee’s name may be reported
one way in a given year and differently in another
(e.g., John A. Smith can be reported as J. Smith).
Uniformity in reporting these data would enhance
transparency and allow for longitudinal comparisons,
providing better sector-wide trends and benchmarks
of accountability and transparency.

Subscribing to codes of ethical conduct and good
governance

The Panel on the Nonprofit Sector’s second principle
for good governance states: “A charitable organization
should have a formally adopted written code of ethics
with which all of its directors or trustees, staff and vol-
unteers are familiar and to which they adhere.”*® The



Ford Foundation, for example, makes publicly avail-
able on its web site the code of ethical conduct it
expects staff to follow.?%° It also publicly discloses its
governance practices.’”' Additionally, Ford makes
other documents on governance available in three
broad areas: the foundation’s governing documents; its
committee charters and memberships; and the policies
and procedures it adheres to.’”> The California
Endowment publicly discloses similar information on
its web site, including its code of ethics and conflict of
interest policy.?? There likely are many more founda-
tions that follow similar practice, but without central-
ized data it is not currently possible to determine the
proportion of foundations that do so.

There are numerous codes for good governance,
accountability, ethical behavior and transparency. The
Independent Sector has compiled a list of nearly 100
such standards for nonprofits and foundations.?*
Among those comprising the Independent Sector’s
compendium are several resources for grantmaking
institutions of variable types, including the Council
on Foundations and the Minnesota Council on
Foundations, Indiana Grantmakers Alliance,
Washington Grantmakers and the New York Regional
Association of Grantmakers.??> These publicly avail-
able codes of ethical conduct and good governance
provide useful tools for grantmaking institutions, and
exemplary grantmakers subscribe to and abide by one
or more of these sets of principles.

TRANSPARENCY AND DISCLOSING
INFORMATION FREELY

Transparency is integral to ensuring that a grantmak-
ing institution is able to demonstrate that it is making
appropriate use of the generous tax subsidies afforded
it by the government.
The public also has a
right and a vested inter-
est to expect a signifi-
cant level of disclosure
about foundation oper-
ations. Meaningful
transparency can help
policymakers and the
public  discern the
extent to which the sub-
sidies afforded foundations actually serve the public
good and if a foundation is maximizing its own and
the public’s return on its charitable contributions. As

Supreme Court Justice Louis Brandeis often is quoted
in discussions about transparency and accountability,
“Sunlight is said to the best of disinfectants.”

NCRP believes that regulation of philanthropy is
necessary and important, and that when done proper-
ly, it can help foundations achieve their missions and
protect the public interest. Although regulation and
mandates are among the ways that grantmaking insti-
tutions can demonstrate substantive transparency, vol-
untarily engaging in meaningful transparency by dis-
closing relevant information publicly is one way that
an exemplary grantmaker demonstrates its steward-
ship of the partly public dollars with which it is
entrusted. As Sean Stannard-Stockton, principal and
director of Tactical Philanthropy states, “We need to
reframe transparency away from some sort of thing
that philanthropy is being forced to consider by out-
side forces and instead celebrate transparency as the
mark of an organization that is truly committed to
improving the field.”*%”

NCRP long has advocated for voluntary informa-
tion disclosure as one way to help ensure foundation
accountability. At the 1980 Council on Foundations
annual conference, NCRP presented its first report on
foundation accountability, Foundations and Public
Information: Sunshine or Shadow. The report brought
media and foundation attention to sector-wide lax
reporting. The increased publicity led to many foun-
dations, including the Pew Memorial Trust and the
Rockefeller Foundation, to publish annual reports.
Today, most foundations routinely publish such
reports and make them publicly available.??®

In 2008, the IRS revised the 990 form, the tax form
all charitable organizations must file, to include infor-
mation about governance. Steven Miller described the
rationale behind the changes to the 990 form as fol-

By making full and accurate information about its mission,
activities, finance, and governance publicly available, a charity

encourages transparency and accountability to its constituents.

—Internal Revenue Service, Governance and Related Topics?

lows: “Despite the absence of explicit federal statuto-
ry provisions setting forth clear governance standards,
what | am calling jurisdictional gaps, we are not inter-
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Some people ... have been raising the issues of philanthropic
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lopers trying to regulate an area that is beyond our
sphere. Rather, the effects of good or bad nonprofit
governance cut across virtually everything we see and
do in our work. It impacts whether the organization is
operated to further exempt purposes and public, rather
than private, interests. It dictates whether the organiza-
tion’s executives are compensated fairly or excessive-
ly. It influences whether the organization makes
informed and fair decisions regarding its investments
or its fundraising practices, or allows others to take
unfair advantage. The question is no longer whether
the IRS has a role to play in this area, but rather what
that role will be.”*? Grantmaking public charities now
are required to disclose this governance information
because they file a 990 form. For private foundations
that file the 990 PF form, it is reasonable and fair to
expect similar disclosures voluntarily.

diversity and inclusiveness as if such calls were new.
But these concerns, in fact, have been acknowledged

in philanthropic circles for at least three decades.

— Lori Villarosa, Director, Philanthropic Initiative for Racial Equity

There is a void of information that can help the
public gauge whether or not taxpayer subsidized dol-
lars are being used to further a foundation’s charitable
purpose. This results in a lack of substantive trans-
parency. Recent legislation in California highlighted
the lack of available information about diversity in
foundations. Although the bill, AB 624, eventually
was withdrawn by its sponsor, the debate sparked
important discussions about diversity in philanthropy
and has led to some additional research and to new
foundation investments in the capacity of minority-
led nonprofits.>%°

Some foundations provide ready access to diversi-
ty data. The San Francisco Foundation, for example,
sees contextualized diversity as a core value and
demonstrates its values by making demographic data
on its staff and board publicly available and ensuring
that its grants go to truly diverse groups that reflect the
communities being served. According to the founda-
tion’s policy on diversity, it “actively seeks to promote

access, equity, and diversity, and to end discrimina-
tion based on race, ethnicity, gender, sexual orienta-
tion, disability, or age.”*" Importantly, this founda-
tion also seeks out grantees that reflect the same
diversity values that it employs in its own staffing and
board composition. The California Endowment dis-
closes the ethnic and gender breakdown of its staff
and trustees. This mirrors the foundation’s mission of
improving the health of California’s multicultural
communities.>*? These foundations display a commit-
ment to ensuring inclusive diversity, matching mission
with grantmaking and disclosing publicly information
that helps build the public trust in philanthropic insti-
tutions. Institutional grantmakers should take valuable
lessons from such foundations” work on diversity and
their willingness to share information openly.

Notably, many grantmakers require their grantees
to provide demographic
data on staff, including
executive leadership
and sometimes boards
and constituents. Just as
the heterogeneity of the
foundation world com-
pels accountability to
be repositioned without
a “one-size fits all”
approach, grantee and
constituent  diversity
must be considered
variable, subject to local context and non-uniform.
Further, if a foundation believes that grantee diversity
disclosure is relevant information to inform board
decision-making, the same criterion should apply to
foundation disclosure of diversity data. As Lori
Villarosa, director of the Philanthropic Initiative for
Racial Equity, stated in the wake of the debates sur-
rounding AB 624, “Some people ... have been raising
issues of philanthropic diversity and inclusiveness as
if such calls were new. But these concerns, in fact,
have been acknowledged in philanthropic circles for
at least three decades.”*°® This is an important
reminder that diversity is not a new concept for grant-
makers; rather, it is a dynamic and salient issue that
relates directly to a foundation’s own effectiveness.
Moreover, it underscores that diversity should be val-
ued and contextualized in the framework of authentic
inclusion.

Some foundations have made notable voluntary
efforts to share information publicly. Yet, too few



foundations engage in real transparency, leading to
questions about whether the tax subsidy is being used
appropriately. Rigorous self-regulation is valuable for
strengthening the public trust in institutional philan-
thropy and ensuring that grantmakers can withstand
any level of scrutiny from the IRS and the public.
Sharing significant and relevant information freely is a
necessary step. At a minimum, an exemplary grant-
making institution demonstrates transparency and
accountability by sharing a range of information
including but not limited to:

a. Information about the policies it maintains that
promote ethical behavior;

b. Demographic data on its trustees, staff, grantees
and the intended beneficiaries of its grants;

c. Information about whether or how it is using its
assets in non-grantmaking ways that support its
mission;

d. Information about the types of grants it provides;
and,

e. Useful information for grant seekers about priori-
ties and application procedures.

By voluntarily disclosing this information freely, an
exemplary grantmaker demonstrates that it is an ethi-
cal steward of the partially public dollars with which
it is entrusted.

Information that should be voluntarily disclosed
Grantmakers should make comprehensive informa-
tion about their charitable contributions, governance
and management policies publicly available. They
also should disclose relevant information about
aspects of their other operations to demonstrate sub-
stantive accountability. In keeping with the IRS’s
guidelines for nonprofits, complete and accurate
financial statements and accounting reports should be
posted on a foundation’s web site and made publicly
available upon request. Many foundations already do
this, but gauging whether an individual foundation
implements these policies is a daunting task in the
absence of centralized data.

The issue of disclosing demographic data on
trustees, staff and grantees is addressed earlier in this
chapter under board composition. However, recently,
the question of who benefits from philanthropy has
received substantial attention. In response to the
debate sparked by AB 624, the Foundation Center
worked with three California regional associations of

grantmakers to analyze how much of the state’s phil-
anthropic giving benefits communities of color.?** The
report analyzed domestic giving from 1996 to 2005
and found variable trends for giving to benefit the
economically disadvantaged and racial or ethnic
minorities.>® Giving that is intended to benefit mar-
ginalized groups, broadly defined, is discussed in-
depth in Chapter | of this book. The salient point for
disclosure however, is that studies like the one refer-
enced above fill a void in sector-wide knowledge
about who institutional philanthropy seeks to benefit.
In the absence of comprehensive disclosure, there is
no way to assess whether a funder is making appro-
priate use of the generous tax subsidies afforded it or
if it is advancing elite interests via patronage grants.

The 990 PF form requires disclosure of the top two
program-related investments (PRI) that a foundation
makes, and the balance of PRI monies are reported in
the aggregate. These usually are below-market loans
made to grantee organizations and count toward the
qualifying distribution requirement. Beyond this,
there are no publicly available data on if and how a
foundation is leveraging its assets in ways that support
its mission. An increasing number of funders engage
in mission investing, a strategy discussed in Chapter
IV that seeks both a financial and social return, but
there is little publicly available data on this. NCRP
encourages those grantmakers who do screen their
investments, engage in shareholder activism or seek
out proactive mission investments to make such infor-
mation publicly accessible.

The Foundation Center tracks data on nearly all
U.S. grantmakers; it also tracks and analyzes detailed
information for more than 1,200 large foundations. A
crucial component of the Foundation Center’s data
collection is the information it gathers on the types of
support a foundation provides. Data include informa-
tion on the proportion of monies granted for direct
services, general operating support, continuous fund-
ing, leadership development and capacity building,
among others. These data allow for closer scrutiny of
foundation financial priorities and are the only infor-
mation available outside of the 990 PF forms that the
public, grantees, watchdogs and the media can use to
look at private foundations. They also provide grant
seekers with valuable information on which grant-
makers to approach when looking for particular types
of support. There are many benefits to demonstrating
transparency through increased disclosure of the
types of grants a foundation provides. Some criticize
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the inherent bias of self-reported data, but two impor-
tant caveats about the Foundation Center apply: the
data are verified against financial records for accura-
cy, and until such time as more disclosure is mandat-
ed, this is an interim step to rebuild the public trust in
institutional philanthropy. Finally, foundations them-
selves can benefit by participating in such voluntary
reporting, allowing institutions to assess their own
behavior against similarly endowed counterparts to
gauge their own effectiveness and policies.

Grant seekers currently can look to specific grant-
makers, and to databases such as the ones maintained
by the Foundation Center and GuideStar, to find infor-
mation about what a particular foundation requires to
consider a grant application. A recent report by a col-
laborative of foundations and nonprofits identified
variable application procedures as a serious impedi-
ment to grantee and funder effectiveness and efficien-
cy.>° While this may seem obvious, a foundation also
should make its application procedures easily avail-
able to grant seekers and the public. This will result in
efficiency gains for both parties and further demon-
strate ethical stewardship. Grantees often are frustrat-
ed by how challenging it is to determine the priorities
and procedures of various grantmakers.

Securing anonymous feedback

Third party or neutral external actors often can help
foundations elicit the needed anonymous feedback
on their performance. Independent consultants pres-
ent funders with an opportunity to get authentic feed-
back that is not euphemized because of the threat of
lost funding. An important issue that arises in working
with independent consultants is where the costs to
cover this expense should come from. Because this
feedback offers significant improvements for deci-
sion-making, foundations should consider seriously
whether anonymous feedback should be viewed as a
fixed cost in institutional philanthropy.

Some institutional grantmakers already engage in
this exemplary practice; for example, the David &
Lucile Packard Foundation solicits confidential
grantee feedback, which can be provided anony-
mously or non-anonymously.>*” The foundation also
makes its Crantee Perception Report, a grantee survey
tool developed by the Center for Effective
Philanthropy (CEP) to help foundations secure grantee
feedback, publicly available on its web site. The
James Irvine Foundation also makes the findings of its
CEP assessment publicly available on its web site and

has an online form for non-anonymous feedback.**?

Many foundations that have commissioned CEP to
conduct these assessments make their findings pub-
licly available.>*? This is a good grantmaker practice
of demonstrating accountability and transparency
publicly, especially when the results not always are
positive.

The Kresge Foundation commissioned CEP to
conduct their analysis for grantees and applicants.
The findings indicated that Kresge was ranked by
survey respondents at or below the 25th percentile
on five of CEP’s eleven main indicators, including
community impact and grantee satisfaction. In
response, Kresge president Rip Rapson issued an
open letter to the community, noting that while he
was disappointed with the report’s findings, that he
“wanted our partners to help us serve them better.
This is the only way we will realize our desire to
innovate and improve the bedrock conditions and
long-term opportunities for individuals, families and
communities in need.”*'® Not only does Kresge pro-
vide public access to its survey, the foundation
developed a multi-year transition guided by nine
core values in expanding its grantmaking. As the
foundation states on its web site, “We believe we
have a moral obligation to recalibrate our grantmak-
ing by elevating the values that have quietly guided
us for more than 80 years. In doing so, we hope to
contribute more meaningfully to those organizations
that most directly advance these values.”*'" By
incorporating critical feedback in its decision-mak-
ing, this institutional grantmaker demonstrates
responsiveness to external feedback and exemplary
stewardship.

Arthur Schmidt, founder of GuideStar, notes that
CEP has made a significant contribution to the field by
offering its Grantee Perception Report as a tool for
institutional grantmakers to solicit anonymous
grantee feedback. Yet, Schmidt highlights the tool’s
limitations because foundations only participate vol-
untarily and there are significant costs associated with
contracting out this work. Like NCRP, Schmidt
believes that public disclosure of these reports has
sector-wide benefits but that “until the candid views
of grantees toward foundation grantmakers are gath-
ered and revealed publicly, the model has limited
utility.”3'? In sum, exemplary philanthropy solicits
authentic grantee feedback, uses that information to
inform its decision-making, and is open and transpar-
ent about the findings.



Publicly disclosing “failures” is one final area that
merits specific attention. As James E. Canales, CEO of
the James Irvine Foundation, said, “Given the empha-
sis in foundations these days on communication,
transparency and accountability, it just seems to me
that you aren’t going to be credible if all you talk
about is your successes.”>'> The Hewlett and Irvine
Foundations each made publicly available reports®'*
that documented problems encountered during pro-
gram implementation. Moreover, both foundations
shared this information with the New York Times,*'”
allowing broad public access to this information.
These two foundations demonstrate exemplary volun-
tary disclosure of relevant information and the impor-
tance of substantive accountability and transparency.

CONCLUSION: SETTING THE BAR FOR
PHILANTHROPY AT ITS BEST

As this chapter demonstrated, the partly public nature
of foundation dollars makes it incumbent on institu-
tional grantmakers to behave as ethical stewards of
the monies with which they are entrusted. The board
of a grantmaking institution ultimately is responsible
for ensuring legal and regulatory compliance, trans-
parency, accountability and maintenance of policies
that promote ethical behavior. Because of the lack of
centralized or comprehensive data cited throughout
this chapter, it is not possible to determine the propor-
tion of foundations that employ these practices. Yet,
some exemplary foundations already do follow these
policies and practices, as documented throughout.
Based on the analysis presented in this chapter, NCRP
advocates that all foundations adopt and implement
the three fair and reasonable measures that increase
the likelihood of a foundation acting as an ethical
steward. As more grantmakers adopt the measures
described in this chapter, the social benefit of philan-
thropy will be maximized and the public trust in insti-
tutional grantmaking will be rebuilt.

Criteria for Philanthropy at lts Best: Benchmarks to Assess and Enhance Grantmaker Impact I.
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Criterion lll: Ethics

A grantmaker practicing Philanthropy af lis Best serves the public good by demonstrating
accountability and transparency to the public, its grantees and constituents.

a) Mainfains an engaged board of at least five people who include among them

a diversity of perspectives—including of the communities it serves—and who

serve without compensation

c) Discloses information freely

b) Maintains policies and practices that support ethical behavior

DISCUSSION QUESTIONS
NCRP encourages staff and trustees of foundations and other grantmakers to engage in serious discussions about
each criterion and the chapter that elaborates on the criterion. Sample discussion questions are provided here
to help get you started.

> Which parts of the chapter did you like the most?

Why?

> Which parts did you like the least? Why?

> Is it important to demonstrate accountability and

transparency? Why or why not? How and when
did we reach this decision? How often do we
review our policies regarding these issues?

Do we feel that the size and diversity of our board
could improve? If so, in what ways? If not, what
are the barriers to us doing so? Have we consid-
ered including the grantee perspective on our
board? How do we define diversity?

How did we establish the compensation policy we
have in place for trustees? Why? If we don’t com-
pensate trustees, are we ensuring that there’s no
self-dealing or providing other non-monetary
forms of compensation? If yes, how did we deter-
mine this is appropriate?

> What policies and practices do we have in place to

support ethical behavior? How did we establish our
conflict of interest policy? Our whistleblower policy?
Who is ensuring compliance with these? How do we
set executive compensation? Should we consider
adopting new policies, following our current policies
more closely or revising our policies to align more
with funders with comparable assets and missions?

What information do we disclose freely to the pub-
lic? Is that enough? How did we determine that
this level of disclosure is appropriate? Do we
share demographic information about our board,
staff and grantees? Do we have ways to ensure we
get authentic feedback? Why or why not?

What else from this chapter should inform our cur-
rent grantmaking priorities?

If we want to make any changes based on this dis-
cussion, what will need to happen in order to
make those changes? What are the next steps?
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