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CAMBRIDGE
ASSOCIATES

W TAXES ON ENDOWMENTS
AND FOUNDATIONS?

New tax provisions in legislation recently passed by the US House of Representatives

(the House Bill) would impose millions of dollars of new costs on many colleges,
universities, and private foundations, if enacted. We recommend four steps nonprofit
organizations can consider right now, without being too hasty, to ensure they are
well-prepared and responsive should the proposals become law:

1. UNDERSTAND WHAT MIGHT BE CHANGING: Follow the new proposals,
including how they may evolve or change as the legislative process progresses.

2. ASSESS THE TRADE-OFFS AND DIFFICULT CHOICES: Analyze how the orga-
nization would be affected by the new proposals—if at all—and the trade-offs that
additional tax burden could introduce between current spending and the future role
of the endowment.

3. KNOW WHAT YOU OWN (AND WHAT TO DO WITH IT NOW): Update the tax
cost basis of the organization’s investments and consider transactions, like potential
sales of investments with significant built-in gain, that could be worth taking before
any new tax proposals are effective.

4. PLAN AHEAD FOR TAX-FAVORABLE STRATEGIES SHOULD THE NEW
RULES BE ENACTED: Consider potential changes in investment strategies and
implementation that could mitigate additional tax costs from the new proposals.

STEP 1: UNDERSTAND WHAT MIGHT BE CHANGING

The House Bill would significantly increase the rate schedules for two types of excise
tax currently paid by certain colleges, universities, and private foundations. Since 1969,
private non-operating foundations have paid an excise tax, currently 1.39%, on net
investment income (which includes realized capital gains). Approximately 50 colleges
and universities have paid a 1.4% excise tax on net investment income since 2018. A
recent sample of private foundation tax filings showed payments that ranged from o-19
basis points (bps) and averaged 7 bps of asset value; payments were not surprisingly
correlated with total investment return.’

1 Private foundations report their tax expense in publicly filed 990-PFs, and these estimates are based on available 990-PF
reporting for 29 foundations with assets exceeding $1 billion for 2020-22. Note: 0.01% =1 bps.



FOR PRIVATE COLLEGES AND UNIVERSITIES, the House Bill proposes new tiers
of taxation that would significantly increase the applicable tax rates and potentially the
number of colleges and universities subject to the excise tax. On its face, the tax would
continue to be assessed only on private institutions with more than $500,000 endow-
ment per student, but international students would be excluded from the denominator,
increasing the endowment per student for almost all institutions. Figure 1 shows the
proposed tax rates, as well as our estimates of tax cost.

FIGURE 1 PRIVATE COLLEGES AND UNIVERSITIES PROPOSED TAX RATES
AND ESTIMATED TAX COSTS

Estimated Tax Cost

Threshold: Excise Estimated Tax Cost (Endowment Value
Endowment per Student TaxRate  (EndowmentValue in bps) in Dollars per $1B)
$500,000 - $750,000 1.4% 7 bps $700,000
$750,000 - $1,250,000 7.0% 35 bps $3,500,000
$1,250,000 - $2,000,000 14.0% 70 bps $7,000,000
More than $2,000,000 21.0% 105 bps $10,500,000

Source: Cambridge Associates LLC.

Notes: Estimates are based on the analysis of foundation tax filings described above, which are also consistent with
analyses we have done regarding tax drag for taxable investors subject to various income tax rates. Student-adjusted
endowment is calculated with the Eligible Student requirements under section 484(a)(5) of the Higher Education Act
of 1965, which outlines the eligibility requirements for students to receive grants, loans, and work assistance,
including: “Being a US citizen or national, a permanent resident, or another eligible noncitizen.”

FOR MOST PRIVATE FOUNDATIONS, the House Bill introduces new tiers of
taxation based on asset size, as shown in Figure 2.

FIGURE 2 PRIVATE FOUNDATIONS PROPOSED TAX RATES

AND ESTIMATED TAX COSTS

Estimated Range

Threshold: Excise Estimated Tax Cost of Tax Cost
Asset Size TaxRate  (Foundation Assets in bps) (in Total Dollars)
Under $50 Million 1.39% 7bps Less than $35,000
$50 Million - $250 Million 2.78% 14 bps $70,000 - $350,000
$250 Million - $5 Billion 5.00% 25 bps $630,000 - $12,600,000
$5 Billion or More 10.00% 50 bps $25,000,000 or More

Source: Cambridge Associates LLC.



First and foremost, institutions should determine whether they would even be subject
to the proposed new taxes. Most public charities, private operating foundations, and
public colleges and universities would not be, unless they are sufficiently related to
other institutions that are. Organizations potentially subject to the proposed new
taxes should not be hasty in assuming they will be adopted exactly as set forth in the
House Bill (or at all), since the road from House passage to enactment can be long
and nonlinear, especially for major tax and budget legislation. Instead, the immediate
focus should be on triage and preparation. We will continue to monitor the legislative
process and update our perceptions and recommendations as needed, and affected
organizations should do likewise.

STEP 2. ASSESS THE TRADE-OFFS AND DIFFICULT CHOICES
AFFECTED COLLEGES AND UNIVERSITIES would be forced to make a difficult
choice: either increase endowment spending and risk eroding the endowment’s
purchasing power and reducing future institutional funding or pay the tax from oper-
ating funds, without increasing endowment spending. The latter effectively reduces
available operating funds—whether viewed as a smaller endowment draw for opera-
tions or simply an added expense—creating immediate pressure to cut other costs or
increase revenues, if possible. Colleges and universities do have other revenue sources
in their financial equation, but they might have less flexibility to pivot to these sources
if they are highly reliant on the endowment today. Endowment tax proposals are

also coming at a time when university enterprises are additionally stressed by federal
funding cuts and enrollment challenges.

Since this is an endowment tax, spending more from the endowment seems like a
logical decision for colleges and universities to absorb the cost of the tax. Higher
endowment spending also buys the operating budget some time to adapt. However,

if the tax remains in place, it eventually reduces the value of the endowment. The
costs of higher endowment spending today will be borne in future budgets, when a
diminished endowment will yield less and less support. Institutions facing high costs
of this tax will grapple with cutting costs sooner or later. Decisions will depend on
the severity of the tax, current reliance on the endowment, and on flexibility to adjust
expenses and raise other revenues.

Meanwhile, MOST PRIVATE NON-OPERATING FOUNDATIONS are entirely reliant
on the endowment to fund grants and program staff, so their choices are limited to
reducing grantmaking to cover the tax (recognizing that the tax does reduce a foun-
dation’s required distributable amount) or paying the tax in addition to established
granting amounts, which may exceed sustainable levels (depending on the foundation’s
investment returns and time horizon) and necessitate lower grant levels in the future.

In considering these choices, affected institutions should examine and model their
current and anticipated spending needs, investment returns, budget flexibility, and
revenue opportunities. This will enable them to assess the potential impacts of the
new tax rules, consider steps they might take to mitigate those effects, and determine
whether to absorb the tax as an additional expense or to offset it by reducing operating
budgets or grant levels.



STEP 3: KNOW WHAT YOU OWN (AND WHAT TO DO WITH IT NOW)
Organizations that could be affected by the new tax proposals should update cost

basis information for their investments to accurately assess built-in capital gain or loss.
Unfortunately, it is not yet certain if the “correct” cost basis to use will be original
acquisition cost or fair market value (FMV) as of a particular date, with potential
modifications thereafter, so institutions might need to consider multiple possibilities.

m When the existing 1.4% college/university endowment tax was enacted in 2017, the
statute was silent on this question, but subsequent IRS guidance clarified that FMV
as of December 31, 2017, could be used as a starting point for investments acquired
before then. Colleges and universities might reasonably assume that FMV date
would still be relevant under the new tax tiers, or perhaps it will be December 31,
2025, right before the new tax tiers would take effect for these organizations.

m Private foundations could conservatively assume original acquisition cost (or
December 31, 1969, FMV) will continue to be the relevant starting point for most
assets, while hoping IRS guidance will allow FMV as of a date in 2025, at least for
application of any higher tax rates above the current 1.39%.

m Whether the starting point for cost basis is acquisition cost, fair market value
as of a specific date, or another measure, it serves only as an initial reference.
Organizations will need to make appropriate adjustments to their tax basis. For
example, with investments held in partnership form, cost basis can fluctuate as
income, gains, and losses are reported out from year to year, even without distribu-
tions being taken.

For assets with significant unrealized capital gains to date under the worst cost basis
assumptions, institutions should consider whether the asset should be sold to realize
the built-in gain before the new rules take effect. These sales could be immediate, or
they could be planned for immediate execution if the new rules are enacted, during the
likely gap between enactment and applicable effective dates.

These investment decisions will depend on several factors, including:

m The asset’s ongoing investment merits relative to others;

m The possibility of holding the asset indefinitely with little or no ongoing tax liability
regardless of rates;

m The ability to reacquire the asset at a new, higher basis if desired (noting that “wash
sale” rules, even if applicable, apply only to realization of losses, not gains), espe-
cially if the asset is generally unavailable for new investments; and

m Transaction and switching costs, manager constraints, and other logistical
considerations.

Meanwhile, if they remain suitable investments, assets with unrealized losses to date may
be worth retaining if those losses could later offset higher tax costs under the new rules.



STEP 4: PLAN AHEAD FOR TAX-FAVORABLE STRATEGIES IF THE
NEW RULES ARE ENACTED

If the new tax tiers are enacted, affected institutions should consider adopting some
approaches that are already used by US taxable investors. These could include tax-
managed direct indexing, as well as greater orientation toward investment strategies
and entry vehicles with lower levels of ongoing income and gain and greater tax
deferral benefits.

At the same time, institutions should also recognize that even the highest new tax rates
will be far from the top individual tax rates, so some investment strategies (such as
municipal bonds) will be less suitable than they are for taxable investors, and the costs
and considerations described in Step 3 must still be assessed.

In addition to endowment spending and tax favorable investment strategies, organi-
zations might also employ a range of other means to absorb the financial brunt of the
new tax rules. For foundations, this may be a shift away from a perpetual time horizon
or a contraction in grantmaking. For colleges and universities, these levers could
include increasing enrollment to reduce endowment-per-student figures, directing
new donations to current spending rather than to the endowment, and finding greater
current funding from unaffiliated organizations. These other means will depend on an
institution’s specific circumstances and must not run afoul of any anti-abuse authority
or rules against circumventing the new tax provisions.

While the outcome of the tax proposals may evolve, taking practical steps now can help
nonprofit organizations avoid last-minute decisions and better manage potential risks
to the endowment. Careful preparation today may make it easier to adapt should these
tax changes become law.
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