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BUSINESS AND FINANCIAL PRACTICES
OF THE AARP

TUESDAY, JUNE 13, 1995

U.S. SENATE,
SUBCOMMITTEE ON SOCIAL SECURITY
AND FAMILY PoLIcy,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:00 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Alan K. Simp-
son (chairman of the subcommittee) é)residing.

Also present: Senators Pryor and Breaux.

OPENING STATEMENT OF HON. ALAN K. SIMPSON, A U.S. SEN-
ATOR FROM WYOMING, CHAIRMAN OF THE SUBCOMMITTEE

Senator SIMPSON. Good morning. The hearing will come to order.

We will have a most interesting day, you may be assured. And
it is a pleasure to begin some hearings with regard to the issue of
tax-exempt organizations. This is a serious issue which I believe
needs attention.

But I must say that, when I got into this, I have been in it for
many years with regard to this particular or%:anization and other
senior organizations. Please do not feel that I am picking on the
AARP. That is not my intent.

I have said serious things to the National Committee on the
Preservation of Social Security and Medicare and other senior
groups because I have been alarmed about the fact that, if we do
not begin to (get some sense into senior programs, in the year 2010,
60 percent of the entire Federal budget will be going to people over

Every single thing that we have recommended, including work
with regard to Medicare, which is going to go broke. Medicare will
o broke in the year 2002. And that is not Simpson saying that;
that is the trustees of the Social Security system telling us that.
And the trustees are telling us that the disability insurance will go
broke in the Iyear 2016. Social Security will go broke in the year
2031, and will begin its swan dive of disaster in the year 2013.
Meanwhile, in dealing with the groups, as I refer to them, in my
work with such things as Social Security, immigration, and veter-
ans’ issues, I have learned in that process to simply grow a second
set of epidermis just to get a second skin because I have had it
ripped off by the best of them. .
ut it seems to me that, when we are saying we are going to do
these things, and the things we are suggesting to bring some sem-
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blance of order to Medicare, Medicaid, Social Security, Federal re-
tirement, none of it really affects people over 51. But you would
never know that from the reaction that comes from these groups.
Nothing that we would have suggested in the Entitlements Com-
mission activities would have affected anyone over 51. But the peo-
ple between 18 and 45 or 50 would be seriously affected and, in
every sense, devastated, while the senior groups simply ask for
more and more from the Federal Treasury.

And this particular senior group, the AARP, not only continually
asks for more from the Treasury, that is their theme, their motif.
They ask for long-term health care for everyone in the U.S., regard-
less of your net worth or your income. Break the bank. I have said
that before. And it is odd to me that the group continues to ask
for funds from the Federal Government when they receive grants
from the Federal Government in the sum of $86 million, when they
have a revenue stream of $386 million.

But I am fully aware of the political hazard of this for myself,
and I do not want to take too many down the road with me. I am
not going to take Senator Pryor down the road with me. He will
not go down the road. But he came here with me, and Dave Pryor
is a special friend. We do not always agree, but we have a great
affection and regard.

This reminds me of the great play by Larry King—the author,
not the television personality—the sheriff in the great play about
Texas, about local politics and foibles. He was standing there, and
did not even know what happened, and his great phrase was, “I did
not even know it was hungry till it et me.” And that is what is
going to happen to Simpson in this one. I did not even know the
were hungry till they et me. But I am going to go right ahead wit
it.

We have some interesting witnesses who have been good enough
to come and testify. This is the first of possibly several hearings re-
garding the practices and structure, and the tax-exempt nonprofit
status of the American Association of Retired Persons, or P It
will eventually include other organizations who, in my mind, abuse
the nonprofit status. They are not a 501(c)(3); they are a 501(c)(4).
In that capacity, they are able to lobby, and have spent between
$26 million and $36 million in the last 2 years for lobbying, just
pure lobbying.

When 1 first announced that I was reviewing the AARP’s oper-
ations, I was besieged with phone calls and mailings. I was not sur-
prised; I expected that. er all, it had been assumed here in
Washington that the AARP represents the great mass of senior citi-
zens in this country, and that no one would ever dare to attack
America’s most powerful and sympathy-invoking voter group.

And here indeed are letters from those who wrote to chastise me
for attacking the AARP. Those are people who apparently think
that AARP really does represent the interests of most senior citi-
zens. And back here in a box, a rather significant box, are people
who fully support what I am doing and say, “Go for it.” Many of
these are from AARP members. And that is this sizable box versus
this stack. I weigh my mail on this one. I really do not read a great
deal of it, unless it 1s from Wyoming. Then I read every word of

it. [Laughter.]
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Now I have talked to the AARP people from Wyoming; they are
friends of mine—Helen Fitch, Ray Swarting—wonderful people.
And when I told them what I was up to and why, they said they
did not really know all that about the organization. And I said
well, here are the facts and figures. And I will share that with the
Kubhc. So, when you look at those two piles, I think you realize

ow far AARP has gone astray from really representing the wishes
of America’s seniors.

We are here not only because AARP has drifted from its stated
mission of representing senior citizens, but also because I believe
the evidence is clear that AARP has drifted considerably from any
possible description of a “nonprofit organization” that should enjoy
a tax exemption and unlimited lobbying privileges which, in a
sense, are subsidized by you and me.

I have been a long-time critic of AARP. Ever since I joined, I
have been fascinated by the magazine, Modern Maturity. There
was an interesting New Yorker cartoon this week. It showed a man
lying on his deathbed, a great curtained bedstead. And he said, “Be
sure to cancel my subscription to Modern Maturity.” It was actu-
ally a touching cartoon, and I enjoyed it. He looked like Ebenezer
Scrooge lying there in his bed of pain.

So I have been a long-time critic. I confess though that I was sur-
prised by the overwhelming rejection of AARP’s actions by Ameri-
ca’s seniors. I knew they had taken the revenues they had received,
and spent $17 million for the annual lease of the building here in
Washington. That is the annual lease rental of a lease which I
have not been through yet because it nearly gave me a hernia pick-
ing it up. But it has a 5-year renewal, and it is an interesting lease
because it is a rather significant annual lease rental, $17 million.

Out in the land, there is about another $7 million or $8 million
in rentals. Then I was a little surprised that they had shelled out
$58 million in salaries in 1993, $63 million this last year, to their
employees. And apparently, if you can read it all as it comes in the
great bales—and they have produced great bales for me—19 of the
employees receive over $100,000 per year. There are 1,732 employ-
ees.

When you meet with the board they say, do not forget, we do not
receive any money, any salary, just our expenses. That may be
true, but 50 percent of the board of the pharmacy operation are
members of the board of the AARP. That is something I had to dig
around to find. There will be lots more to share with you.

I knew they had taken $86 million annually from the Federal
Government in grants. And I knew from reading the poll they did,
70 some percent of their members embraced the balanced budget
amendment, and they rejected it, so something was askew. And I
knew, particularly when we dealt with this crushing issue of Medi-
care, that they indicated to their members in all of their publica-
tions and information systems that we have already cut Medicare
$200 billion since 1980.

Now, ladies and gentlemen, all I know about Medicare—and I
know something of it—is that Medicare has gone from $32 billion
in 1980 to $162 billion today. If anyone can please disclose to me
how that is a $200 billion cut, the drinks are on me.
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So I know that they could in no way claim to represent the inter-
ests of the seniors, since most of their money comes from some-
where else. I nonetheless believed that the illusion persisted that
AAItltP actually represented senior citizens. People have called and
written.

I am not in this one to see how many cameras will fit in the
room. I think I have had about 10 single press conferences in 17
years in this place. That is not my bag. The stuff I mess with is
filled with emotion, fear, guilt and racism anyway—immigration,
veterans, Social Security, Clean Air Act, environmental issues. But
that is the arena I chose to play in. '

But people out there know that something is very wrong with the
operations of the AARP. But I am finding out that they do not yet
know the whole story. Nor, I am discovering, do I. That is why I
propose to find out, and it is a story that seems to have eternal life.

People know that something is wrong when an organization that
gets more than half its income from commercial business activities
simultaneously spends millions annually to lobby, with a claim
that they represent the interests of seniors and the elderly. The
know that something is wrong when the Government pays $86 mil-
lion in 1 year to an organization that is lobbying continually and
avidly for more spending and more debt, always more money from
the District of Columbia.

They know that somethin% is wrong when a supposedly nonprofit
organization has to pay the IRS $135 million “in lieu of taxes”, and
then has no problem in simply writing a check for that amount.

They know something is very wrong when the IRS is simulta-
neously paying millions in grant money to the AARP to give, yes
indeed, “tax counseling” to erica’s elderly. This is from an orga-
nization that continues to have rather substantial problems justify-
ing it's self-declared exemption from taxation. And they seem to
have underpaid their own taxes by more than $100 million.

Those were the starting points, and I will be looking into other
questions. I am exploring several others which, I believe, are just
as serious, but which have thus far been only dimly illumined by
much less public awareness.

I do not believe, for example, that most Americans are aware of
the full extent to which AARP has used the U.S. Postal Service im-

roperl{ to mail for-profit solicitations to sell things and policies.

e will have a quite a discussion about that, together with evi-
dence of how they solicit in that form, how they settled with the
Postal Service, and how the Postal Service was besieged and be-
seeched l()iy AARP counsel to join them in changin%l the law, and
was asked not to bother them if they did not follow the law.

I do not believe that AARP members know how AARP profits
whenever they buy products advertised in their magazine, nor do
I believe they know the extent of AARP’s influence in the boards
of some of those “supposedly independent organizations”. I do be-
lieve there is much to be learned here about the full extent of their
commercial operations, above what is evident from their publicly
disclosed form to the IRS, the 990.

And I further believe that only a ver{ few AARP members fully
know the extent to which the national leadership imposes a policy
agenda on an unwilling membership.
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I have been reviewing the public positions, the polls that they
took, the organization’s bylaws and membership surveys provided
by the AARP, and I believe that they only reveal the extent to
which the AARP’s lggislative council has put the vast resources of
the AARP behind efforts and goals that are fundamentally out of
step with anything truly endorsed by the AARP members.

There are many other issues I do not wish to raise as questions
until the AARP is present here. But I do wish to firmly state that
the goal of these hearings is to determine whether there is indeed
a problem here, either of policy or propriety. And then, if appro-
priate, to possibly seek a legislative solution, or some solution. If
this empire is not what our nonprofit laws are intended to facili-
tate, and if there are other organizations that are doing this too,
let us look at them all. Then, obviously, we need to change the law.

This is not about ideology. This is not about philosophy. It is not
about partisanship. It is not part of a great Republican trick. I
have visited with no one, no other group, as to what I am up to.
If others are interested in that, that is fascinating too, but that is
not where I am coming from.

This first hearing was originally conceived to disclose various
sides of the AARP story fairly. AARP’s absence from this hearing
will unavoidably tilt the balance of today’s discussion.

Our first panel is here to provide general academic expertise
about activities such as AARP’s. Paul Hewitt of the National Tax-
payers Union Foundation has previously published studies of
AARP’s legislative agenda and its effects.

Dr. Natwar Gandhi and the GAO have performed a gen: ral over-
view of nonprofit organizations and their sources of revenue and
support. We have that here before us.

And Mancur Olson of the University of Maryland is an expert on
special interest group politics in general.

Roy Goldberg will be here as a second panel witness. He rep-
resents AARP members who are dissatisfied with the way the
AARP has been run. I had hoped to have the discontents rep-
resented here just prior to the AARP leadership itself. However, we
will not have their side of the story today.

I am disappointed by that, but AARP had indicated they had a
longstanding schedule conflict, I believe in the State of Oregon,
which they felt would not enable them to be here. I do not com-
pletely understand that, but I believe they would wish to rebut
some of the things we knew well would be said about them today.
So I urged them to come. They simply did not feel able to do so,
and that is understandable, so I have scheduled a second hearing
on June 20, at which they have stated they will be present.

There are many issues I wish to discuss with these witnesses
and the AARP, far too many to cover in one opening statement. So,
if we could begin with——

Senator Pryor, would you care to comment on any part of this?
David Pryor, who is a very active Member with aging issues,
chaired the Special Committee on Aging, and has done yeoman
work in the area of senior citizens.

[The prepared statement of Senator Simpson appears in the ap-
pendix.]
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OPENING STATEMENT OF HON. DAVID PRYOR, A U.S. SENATOR
FROM ARKANSAS -

Senator PRYOR. Alan, a lot of people have asked me recently why
I decided not to run for the Senate any longer. Recently in an air-
port, a man came up to me, and said, “May I ask you a question,
sir?” And I said yes. And he said, “Are you not Congressman
Claude Pepper?” [Laughter.]

I said at that time, it is time to leave. [Laughter.]

But I do want to thank you for your kind words.

Senator Simpson, I want to—and I mean this very sincerely—
congratulate you. We usually say that in our opening statements
to the chairman of a committee or a subcommittee, but you are
truly to be congratulated for opening up a debate that we have long
needed to have in the United States Senate and the Congress.

My only real concern with what we are doing this morning—and
I would say this respectfully—is that we are selectively taking one
organization that is nonprofit, that is tax-exempt, and that has
grown substantially and very rapidly as our aging population has
grown in the country.

I think it is very fitting that the American Association of Retired
Persons will have the opportunity next week to come forward and
basically answer any and all allegations, or whatever they are,
against them. And I assume that they will be here to answer that.
I am sorry they could not do that today.

I think this is a milestone today because for too long we have
been too reluctant to look into many nonprofit and tax-exempt or-
ganizations. I am not here to defend AARP. I am not here to defend
any organization or individual who does not meet their obligation
to the Internal Revenue Service. -

I am not here to defend any organization or individual who
abuses the law. I am here with you, sir, basically to help find some
facts, not only about this particular situation that you have raised,
but also as to where we might be in our entire gambit, the entire -
spectrum of tax-exempt, nonprofit organizations.

We have in this country today some 600,000 501(cX3) organiza-
tions. We have 140,000 organizations of the 501(c)(4) type that Sen-
ator Simpson has talked about. And I can say that I think our
work is just beginning. We are taking on one organization today,
but I am sure that there are going to be many to follow; I hope
there will be. We want to look at their purpose, their intent and,
if there are abuses, they are not paying their fair share of taxes,
then it is time that they do it.

We are also seeing a whole new area that Senator Simpson’s de-
bate has sort of triggered. We are now beginning to see other areas
of a related debate. For example, in yesterday’s Washington Post,
the Church of God in Christ, a tax-exempt church, nonprofit orga-
nization, now has its own Visa card—its own Visa card. And I
think this is an area that I hope Senator Simpson and his sub-
committee, and the Finance Committee, can look at.

Just this morning in the Washington Post, we saw a story on
page 1 about the audit of the National Rifle Association, their use
of funds for political purposes, and also where these funds came
from, and how they are being expended.
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Once again, I think this debate being triggered by Senator Simp-
son is a healthy debate. It is a debate that, in my opinion, is long
overdue.

On May 23, in the Washington Times, there was a large ad. I
have condensed this ad. It also appeared in the New York Times
I think a week ago Saturday in a full-page ad. This ad says, Want-
ed—a fair trial for Vincent Foster. We zﬁl know who the late Vin-
cent Foster was. But I think the key element that I bring to the
attention of the distinguished Chairman and this Committee is, if
you want to see what the real story behind Vincent Foster is, and
why the media has not done its job in reporting his suicide, what
you need to do is send a check to Accuracy in Media, Inc., 4455
Connecticut Avenue, Washington, D.C., telephone number (202)
;384-4401. If you send a check to this group, and it is tax-deduct-
ible.

Now, I think once again we should applaud Senator Simpson be-
cause these are the areas which I think the Finance Committee
should look into, as to why organizations like this paﬁ no taxes, the
members get a tax deduction, and where there might be lobbying
in their main thrust of activities.

So, Senator Simpson, you have indeed taken the bark off the
tree, and we are indeed interested in where we go from here. Once
again, I hope this can be expanded, and I look forward to the AARP
appearing in due time.

Thank you, sir.

Senator SIMPSON. David, thank you very much. We¢ know each
other well, and I can assure you that if there is any legislative rem-
edy here, it may likely affect several organizations. And we cer-
tainly would want any solution to be neutral, and not directed to-
ward specifics. But, to me, this is the most grievous example of a
group because they get less than 45 percent of their money from
dues, and the rest of it comes from commercial operations.

I am principally going to zero in on 501(c)(4)'s. But I think there
are tremendous abuses with 501(3)(c)’s. Just in the last 2 years,
they have gone into activities. But I can pledge to you that I will
pursue all things within my jurisdiction, including the other senior
groups.

I tll)link you know me well enough, and I want you to know that
I have visited with the AARP and told them almost exactly what
I am going to ask them in these public hearings. There are not too
many whizzers; oh, there are a couple there lying in the weeds. But
that is because I have not had a chance to visit with them yet. But
I said here is what I am going to ask you. And they were quite
forthcoming, but also quite irritated. Nevertheless, there is not
much blingsiding going on, and that is something that does not
happen very often in this town.

So thank you, David Pryor, and we will miss your services.

Senator PRYOR. Mr. Chairman, I owe you not only my apology,
but also my thanks. All day yesterday, I meant to contact you to
tell you that I would try to a;i)‘pear today. I was not quite sure of
my schedule. I never did get that o%portunity. I am not a Member
of your Subcommittee; I am a Member of the full Committee. But,
under the rules of the Finance Committee—I think it is Rule 16—
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I am allowed to participate. And I appreciate your allowing me to
participate this morning. I am very grateful to you for it.

Thank you, sir.

Senator SIMPSON. Well, I am more grateful. I did not think any-
bogi' would show up. [Laughter.]

1 right, if we can have our panel now, please. Dr. Natwar Gan-
dhi, Mr. Paul Hewitt and Dr. Mancur Olson. We will proceed with
Mr. Hewitt, if we might, and then Dr. Gandhi and then Dr.
Mancur Olson.

So take 10 minutes each, if you wish, because I want to set a
tone as to where we go here, and then we will have the AARP on
the 20th.

Thank you.

STATEMENT OF PAUL HEWITT, EXECUTIVE DIRECTOR, NA-
TIONAL TAXPAYERS UNION FOUNDATION, WASHINGTON, DC

(1;/11'. HEwITT. Mr. Chairman, thank you for having me testify
today.

The American Association of Retired Persons’ former executive
director once groclaimed of AARP that “the fear level in Congress
is just incredible.” So let me open, Mr. Chairman, by commending
your courage. If the only outcome of this hearing is that you have
exposed P’s lobbying agende to the AARP membershié), you
have accomplished an important service in the interests of democ-
racy.

o years ago, the National Taxpayers Union Foundation con-
ducted a study or AARP that raised troubli‘r;vg ?uestions about the
association’s role in the democratic process. We found that its agen-
da, a veritable whole earth catalog of expensive Government pro-
grams, did not and could not possibly reflect the views of its di-
verse membership. AARP advocated more than 100 ideas for new
spending that within a decade would cause annual Federal outlays
to rise by more than $1 trillion.

AARP proposed not a single dollar of spending reduction. Yet it
called for an end to the Federal budget deficit. In short, AARP’s vi-
sion was to raise taxes by more than $1.3 trillion a year within a
decade. And, to this end, AARP advocated a panoply of new tax in-
creases: a new consumption tax, higher gasoline taxes, much high-
er income taxes, higher taxes on business, and so on and so forth.

So, Mr. Chairman, AARP’s lcbbying agenda would have raised
the annual tax bill of the average American household by more
than $13,000 within a decade. Because AARP’s members are rel-
atively affluent, these tax increases would fall very heavily on the
AARP membership.

AARP’s membership has never endorsed these tax increases.
Only the smallest fraction of its 30 million members have even
seen one of the few thousand copies of its legislative agenda, which
I have brouiht here. It is 492 pages long. As the committee can
see, it is thicker than the District of Columbia phone book.

To the extent that AARP’s lobbyists succeed in achieving the
policies in this agenda, they can only diminish the American peo-

le’s faith in their Government. For example. in 1993, P
elped convince the Clinton administration and the Democratic
Congress to push through a giant package of tax increases. The as-
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sociation then played a major role in crafting a health reform pack-
age that created 89 new ways for Americans to get fined or go to
jailtif they did not follow the dictates of Federal health bureau-
crats.

Far from being popular, these two Acts sparked what was argu-
abl)t' the greatest upsurge in public revulsion with Congress this
century.

Only a few years earlier, in 1988, AARP’s lobbyists almost single-
handedly stampeded Congress into passing the Catastrophic
Health Care Act. This Act would have levied an additional $9 bil-
lion in new taxes on senior citizens in return for expanded Medi-
care benefits. But AARP’s members staged a tax revolt. They did
ROt want more Government, and they forced Congress to repeal the

ct.

Mr. Chairman, AARP’s members deserve to know that their lob-
byists are advocating tax increases that are 144 times larger than
the taxes AARP’s members rejected in 1990.

One reason why AARP’s lobbyists can get away with so much
under the noses of their membership is that they stifle internal de-
bate. AARP’s political positions are so ti%htly controlled from the
top that they permit little dissent or debate by the association’s
400,000 volunteers, let alone the larger membership.

For example, under AARP’s bylaws, members can be expelled for
calling unauthorized meetings with other AARP members. They
can be expelled for criticizing the association. They can even be
forced out for uttering disparaging remarks about the products that
AARP markets to its members.

Many AARP members, of course, could not care less if they were
expelled. But, for some of the more committed volunteers, the pros-
pect of expulsion is a subtle form of elder abuse.

Former AARP chairman, Kermit Phelps, once put it this way,
“As we get older,” he said, “many of us discover our family and sup-
port groups are gone.” For many of us, AARP fills that role. Yet
AARP holds over the heads of emotionally vulnerable seniors the
threat to expel them from their last remaining support group for
the simple crime of voicing dissent.

To our knowledge, no other groups representing large, diverse
memberships, from the Boy Scouts to the Democratic Party, impose
such Draconian sanctions on the exercise of free speech, or do so
much to eliminate the prospect of factions arising within the orga-
nization. Most either encoura%e broad vocal participation and pol-
icy development, or they simply avoid taking stands on issues that
divide their membership. It i1s indeed most unusual for such a di-
verse membership to agree on anything so specific and controver-
sial as this 492-page agenda.

The conclusion we draw, Mr. Chairman, is that AARP does not
represent its members. Rather, it uses them to push an agenda
with which most members would strongly disagree. Our research
has shown that AARP has virtually no internal due process, few
checks and balances, and a self-perpetuating power structure. Its
impulse is basically dictatorial. And yet, AARP is decisively influ-
ential over Congress.

In the halls of this institution, it is no secret that AARP’s lobby-
ists push an agenda that is unpopular with the association’s mem-
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bership. Their immense political influence grows not out of the
wellsprinm democracy, but rather from the power to propa-
gandize. P is a dispenser of discounts and products. It is a self-
appointed voice for senior citizens. But, above all, AARP is a media
giant, dedicated to the exercise of raw political power.

AARP’s two flagship publications, Modern Maturity and the
AARP Bulletin have a larger circulation than those of Time, News-
week and U.S. News & World Report combined. In today’s media
age, such market penetration represents an immense concentration
of power. Every word in these publications is subject to the editing
of AARP’s political staff. And I need not remind you that the power
to print is the power to destroy. Every member of Congress lives
in mortal fear oiP becoming the target of AARP’s media machine.

AARP also sends out hundreds of millions of pieces of mail each
year to its member households and prospective members. The asso-
ciation is the nation’s largest mailer. Much of this mail is designed
to influence public policy by scaring senior citizens out of their
wits.

Listen to this 1992 attack on the balanced budget amendment:
“For a single elderly widow,” goes AARP’s scare letter, “the average
Social Security check would fall from $625 to $533 per month, or
a cut of $1,104 in 1995.” Of course, this was not true, but the dam-
age was done. We can only guess how many elderly widows re-
sponded by mailing in their last $10 to AARP, or how many billions
of dollars in debt we loaded onto our children because AARP came
down on the side of deficits.

Mr. Chairman, the National Taxpayers Union Foundation has no
desire to curb the First Amendment right of AARP’s leadership to
misinform and misrepresent their members. We do believe that the
scope of AARP’s political, financial and media empires gives its lob-
byists unparalleled power to intimidate members of Congress in
ways that thwart the popular will.

In this, we find a compelling public interest in limiting the tax
privileges and exemptions and Federal grants that have subsidized
AARP’s growth—subsidies which may have totalled as much as $1
billion dollars since the late 1950’s.

In creating the tax exclusions and postal subsidies for nonprofit
organizations, Congress intended to foster a robust debate over
public policy, characterized by a broad diversity of views. These
subsidies and preferences make it possible for a lot of groups with
shoestring budgets to participate in the public policy debate.

But AARP has become so big that further subsidies actually ce-
ment its power over certain areas of the public debate. By intimi-
dating groups and individuals with rival viewpoints, AARP works
to narrow the diversity of debate over public policy. Providing large
public subsidies to AARP works against the very goals Congress
ériginally sought to promote with these subsidies.

Accordingly, we suggest the following reforms:

First, organizations that spend more than 5 percent of their
budgets lobbying Congress should not be eligible to receive or ad-
minister Federal grants. This would help to ensure that grants are
awarded on the basis of merit, rather than as political patronage
for the powerful.
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Second, Congress should cap the amount of nonprofit mail sub-
sidies that any 501(c)(4) nonprofit organization is eligible to receive
in any given year. We recommend that subsidized mail rates appl
to no more than 5 million pieces of mail annually. -

Third, no more than 20 percent of a lobbying organization’s oper-
ating budget should be funded by untaxed commercial activities.
This will help to ensure that advocacy organizations depend on
their members for support, rather than on selling things to those
members.

In addition, Mr. Chairman, it may be time for Congress to con-
sider drafting a consumers’ bill of rights for members of groups
who do blur the line between marketing and lobbying. When a
lobby derives more than a certain percentage of its budget from
commercial activities in order to retain its nonprofit status, it
should be required to take steps to ensure that there is account-
ability with its members. We recommend that members have the
right to receive, on demand, a list of the lobbying organization’s
lobbying positions.

We recommend that they should have the right to delegate, or
not to delegate to the lobbying organization the power to represent
them before Congress.

And we recommend that the lobbying organization should be re-
?uired to disclose how many of its members have given their in-
ormed consent to have the organization represent them before
Congress.

In closing, Mr. Chairman, we have a recommendation for the
American people: consumer beware. Do not sell your political soul
for the price of an airline discount. Other businesses do not claim
to speak for their customers before Congress, but AARP does. And
because it does, AARP members bear a special responsibility to
monitor and correct what is being said in their names.

In this, AARP members may have only one option. AARP execu-
tive director, Horace Deets, recently said that unhappy AARP
members are free to vote with their checkbooks and feet. If you do
not like AARP, he said in effect, leave.

So, if you do not agree with AARP’s message of spiraling taxes,
exploding Government, and pitting the political power of the old
against the young, consider it your civic duty to deprive AARP of
your voice.

Thank you, Mr. Chairman.

Senator SIMPSON. Thank you, Mr. Hewitt.

And now, please, Dr. Gandhi.

[The prepared statement of Mr. Hewitt appears in the appendix.]

STATEMENT OF NATWAR M. GANDHI, Ph.D., ASSOCIATE DIREC-
TOR, TAX POLICY AND ADMINISTRATIVE ISSUES, U.S. GEN-
ERAL ACCOUNTING OFFICE, WASHINGTON, DC

Dr. GANDHI. Thank you, Mr. Chairman.

Mr. Chairman, and Members of the Subcommittee, we are
pleased to be here today to provide information on the revenue pro-
ducing activities of tax-exempt organizations.

Of particular interest are the activities of charitable and edu-
cational organizations under section §01(c)(3) of the Internal Reve-
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nue Code and social welfare organizations under section 501(c)4).
These organizations account for most tax-exempt assets.

On the basis of our past work and analysis of the most recent
IRS data, we have four observations to make:

First, the tax-exempt community represents a large and diverse
group of over a million organizations organized and operated for a
variety of purposes. However, the community has been character-
ized by concentration of resource among some large organizations.
For instance, in 1989, about 2,100 charitable and educational orga-
nizations, or roughly 1.6 percent, controlled 70 percent of all such
organizations’ assets and 61 percent of their revenue.

imilarly, about 300 social welfare organizations, or roughly 1.4
percent, controlled 78 percent of the assets and 69 percent of the
revenue of all such organizations.

Second, many tax-exempt organizations have relied upon income-
producing activities to fund their operations. IRS data show that
these organizations receive a substantial proportion of their reve-
nue from program services and other income-producing sources.

For example, in 1990, such revenue accounted for 79 percent of
total revenue of charitable and educational organizations and 81
gercent for social welfare organizations. Program service revenue

roadly refers to fees and income organizations generate while ad-
ministering programs.

For example, it includes hospital charges for patient care, en-
tr%ncia fees to museums, fees for services at YMCAs and tuition at
schools.

The IRS data also indicate that in 1990, contributions rep-
resented 20 percent of revenue of charitable and educational orga-
nizations, while membership dues accounted for 11 percent of reve-
nue of social welfare organizations. These traditional sources of
revenue for tax-exempt organizations have declined considerably
from 1975, as a percent of total revenue.

Now, the third observation. Concerns of competition between the
tax-exempt community and taxable businesses led to enactment of
the Unrelated Business Income Tax, the so-called UBIT, in 1950.
IRS data show that tax-exempt organizations have reported the
bulk of their fees and business-like income as derived from activi-
ties related to exempt purposes and, therefore, not taxed.

In 1991, 71 percent of revenue of charitable and educational or-
ganizations was reported as derived from activity related to exempt
Furposes, and 11 percent from unrelated activities. For social wel-
are organizations, this percentage was 82 percent and 18 percent
respectively.

owever, we should note that not all unrelated business income
is taxable. About 4 percent of the unrelated income of charitable
and educational organizations iri 1991 was taxed, while 96 percent
was not. This was because the inicome fell under one or more exclu-
sions that the Tax Code establishes. For social welfare organiza-
tions, about 25 percent of the unrelated income was taxed, while
75 percent was excluded.

Exclusions include income from royalties, interest and dividends
and rents, if they are not generated from debt-financed J)roperty.
Generally, exclusions were enacted because Congress did not be-
lieve such income, usually of a passive nature, was likely to gen-
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erate competitive problems. In 1993, some 37,000 tax-exempt orga-
nizations—that is about 3 percent of all such organizations—paid
almost $174 million in taxes.

Both the number of organizations who paid taxes, and the total
amount paid, has increased considerably since 1985.

Finally, Mr. Chairman, our last observation. Administration of
and compliance with the UBIT required determining whether a
business activity furthers an organization’s exempt purpose and, if
not, whether it falls within one of the statutory exclusions. Such
determination has been problematic for both IRS and taxpayers.
Current controversy surrounds the extent to which various income
sources fit the so-called royalty exclusion.

That concludes my statement, Mr. Chairman. I request that my
written statement be made part of the record. I would be pleased
to respond to any questions.

Thank you, sir.

Senator SIMPSON. Thank you. Your statement shall appear in full
in the record.

[The prepared statement of Dr. Gandhi appears in the appendix.]
OlSengtor SIMPSON. And now, Dr. Mancur Olson, please. Dr.

son’

STATEMENT OF MANCUR OLSON, JR., Ph.D., PROFESSOR, DE-
. PARTMENT OF ECONOMICS, UNIVERSITY OF MARYLAND,
COLLEGE PARK, MD

Dr. OLSON. Mr. Chairman, Senator Breaux, Senator Pryor, I
want to commend you for your courage in holding and attending
these hearings. I am pleased to testify here today.

I would like to emphasize a point that you, Mr. Chairman, men-
tioned, and that Senator Pryor emphasized. That is the point that
the American Association of Retired Persons is only a leading ex-
ample of a very large class. And the problem presented by this
large class of special interests that get various kinds of tax favor-
itism and subsidy from our Government is very serious indeed. The
examéale of the National Rifle Association that Senator Pryor men-
tioned is an apt one, but there are many, many other examples.

The reason that this problem is so serious can be understood if
we look at the logic of a lobbying organization, if we look at how
it is that lobbying organizations get members.

Let us think first of a lobbying organization that we might think
of setting up, just to serve the public interest, or the interest of
consumers, or taxgayers, or the poor, or any other large class. If
we had such a lobbying organization, the benefits of it would go to
a huge number of people, whether or not they paid dues. In other
words, if we were working for the interests of Americans in gen-
eral, over 250 million people would get the benefit of whatever we
did, whether or not they paid dues.

So that means that, with lobbying organizations, a problem of fi-
nancing them arises because it 18 not rational for the typical bene-
ficiary to pay dues or to make other sacrifices in the interest of the
organization, because the typicel member will get the benefits any-
way. So that means that we do not have any mass membership or-
ganizations that lobby for the public interest in general. There are
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no powerful organizations that serve the interests of consumers
and other broad groups.

The logic that I have set out raises the question of how those
large lob Ying organizations that do exist support themselves. How
do those lobbying organizations that have a lot of money obtain
this money?

Well, some of them are trade associations, or organizations of a
small number of large firms in particular industry or line of busi-
ness. If there are, say, three firms of similar size in an industry,
each of these firms will get a third of the benefit of any lobbying
it does in the interest of the industry with three firms.

So small groups of large firms can lobby effectively. They can set
up organizations to lobby or to collude. The free rider problem is
less serious for them because each firm obtains a large part of the
benefit and therefore has an incentive to make substantial con-
tributions.

When it comes to mass membership organizations, the free rider
problem that I have talked about—the groblem that the benefits go
to people whether or not they have paid dues—is solved by various
devices that make it financially advantageous for the individual to
join the organization. That is to say, selective or individual benefits
for those who join, or punishments for those who do not, are what
motivate membership in organizations.

Let me read for you what arrived in my own mail from the
American Association of Retired Persons. It says, “It costs only $8
to join. You can easily recover this amount and more the very first
time you use your member benefits.” And then it talks about a
whole array of services that are provided only to members by the
American Association of Retired Persons.

But this is just a representative example. Almost all of the major
special interests will have some benefit or punishment that they
can administer individually to give individuals an incentive to join.
Let us take, for exami)le, the closed shop, or the union shop, of the
labor union. Essentially what this does is penalize a person who re-
sists paying union dues by forcing the person to lose his or her job.
This 18 an individualized or selective punishment that can motivate
membership in organizations that lobby the government or car-
telize markets. One finds in all sorts of other organizations similar
things. In the bar associations of 34 States, membership is compul-
sory. The individual lawyer is punished if he does not join the bar
association of the State.

Look at various other lobbying organizations with substantial
memberships. There will always be some credit card, some saving
on insurance, some special service, or some social benefit that
mainly explains the membership.

These benefits would not be so important were it not for various
subsidies and tax advantages that are received by the organiza-
tions that do the lobbying. If an industry is highly competitive,
then a firm that adds on the cost of dues in a lobbying organization
has to charge more. A business that adds the cost of political activ-
ity onto its price will be at a competitive disadvantage. These busi-
nesses will in general not thrive so much.

But, if there is a tax advantage, if there is an explicit Govern-
ment subsidy, if there is a subsidy in reduced postal rates, then an
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organization has a competitive advantage that can generate a sur-
plus it can use to lobby the government. The subsidy or tax advan-
tage can more than make up for the cost of the lobbying.

showed in a book on the logic of collective action, written quite
a long while ago, that all of the large lobbying organizations in the
United States that lasted any length of time owed most of their
membership to various selective benefits or punishments.

This is very important for our country. Tl‘m’e large number of spe-
cial interests that emerge because of these devices or selective in-
centives, as I call them, has a profound effect on the character of
our political life and on the functioning of our economy.

The typical special interest group represents only a tiny seﬂment
of the country. Therefore, it makes its beneficiaries better off if it
can redistribute income to them—if it can get Government sub-
sidies or tax loopholes for them. Its constituents will gain, even if
the Nation loses because our economy is made less efficient, many
times as much as the amount that 1s redistributed to the special
interest group in question.

In other words, if you were talkinﬁ about a lobbying organization
that represents, say, 1 percent of the population and 1 percent of
the income earning capacity of the country, and such an organiza-
tion obtains a subsidy for its members, its members get all of that
subsidy. But, though the economy is made poorer, that does not
stop the organization from seeking the redistribution to its mem-
bers, for it will typically bear only 1 percent of the Nation’s loss.
Indeed, if the organization is 1 percent of the country, it gains from
getting goodies for its own members, up to the point where the na-
tional income falls by $100 for every dollar redistributed to it.

So, if I might use a metaphor that I am fond of, a society dense
with special interests is like a china shop filled with wrestlers bat-
tling over its contents, and breaking much more than they carry
away.

We can see evidence of this even from the most casual glance at
the economies of the world. Consider, for example, at the British
disease of slow growth. Great Britain, the country that invented
-modern economic growth with its industrial revolution, has come in
our century to do less well than most of the other developed democ-
racies. This is partly because in that society, stable for so very
long, so many groups have overcome the difficulties of collective ac-
tion that I described. So Britain has more cartelistic and lobbying
organizations than other societies. These organizations are pillag-
}ng (tihat society to a greater extent than other societies are pil-

aged.

n our own country, consider the relative decline of the Northeast
and the older Middle West, compared to the newer, more recently
settled States of the West and the until recently turbulent States
of the South. The decline of the Northeast and the older Middle
West is due in large part to the fact that there has been more time
for special interest organizations for cartelization and lobbying to
emerge in the Northeast and the older Middle West.

The economic miracles of Germany and Japan after World War
II were due in large part, I believe, to the fact that totalitarianism
and defeat in war wiped away the special interest organizations in
these societies. So, for a time, they were able to grow at rates so
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rapid that people could not explain it—there were economic mir-
acles.

I would suggest then, that the problem this subcommittee is
dealing with is a very general and serious problem. Basically, what
is happening is that our Government, through various devices in
the Tax Code and various of its grants and subsidies, is making far
more serious a special interest lobbying problem that is, in my
judgment, the single most important thing holding up the progress
of the American economy today.

Yes, the American Association for Retired Persons is a leading
example, but only one example out of many.

So I commend you for holding these hearings, and I hope you will
have others that look at other organizations as well.

Thank you for the invitation to testify.

(The prepared statement of Dr. Olson appears in the appendix.]

Senator SIMPSON. Thank you very much, Dr. Olson.

Let me ask you, Paul Hewitt, with regard to AARP's receipt of
Federal grant money, would you say there is an inherent conflict
of interest anywhere in a lobbying organization such as AARP re-
ceiving $86 million annually in Federal grant money?

Mr. HEwITT. Well, I do think that they have managed to glom
onto a very large share of grant money for purposes of serving sen-
jor citizens. And I suspect that their ability to do so was very much
a function of their political influence in Congress. There is a smell
of patronage in this grant.

enator SIMPSON. Does it concern you that we do not know the
facts with regard to the settlement of the AARP with the Internal
Revenue Service of $135 million? The AARP maintains that there
was no “back tax liability” included here, and it was from the years
1985 to 1993. So let us be sure that we all know that this was not
a one-year assessment. It was an assessment by the IRS from
1985, if I recall, to 1993. But we do not know how the figure of
$135 million was determined. We do know that they paid consider-
ably less than what they owed to the Postal Service. They owed
$5.2 million and settled for $2.1 or $2.8, I do not recall, something
close to that.

So it is reasonable to guess that the AARP did not pay the first
figure that might have been suggested by the IRS. But when my
staff asked for the closing agreement between the AARP and the
IRS, they declined to give that to us. Do you have any thoughts
about this settlement?

Mr. HEWITT. Well, I do think it does suggest that what AARP
agreed to was probably somewhere in the middle between nothing
and what the IRS was asking. And I think that, here again, there
is the potential for conflict of interest, to the extent that AARP was
able to mobilize its friends in high places to grease the wheels of
settlement.

It would be appropriate that, where a nonprofit organization is
concerned, the IRS not observe the same rules of confidentiality
that would apply to private individuals and for-profit corporations.
And I do think that AARP should disclose the full terms of this
agreement and settlement.

Beyond that, of course, I know no more than you.
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Senator SIMPSON. There was another interesting case where a
former executive director sued the AARP. And apparently it was a
rather remarkable case, which set out the whole scope of activities.
I believe her name was Harriet Miller, and I think that was settled
with a $480,000 settlement. That court case was sealed. All the
records of that case were sealed, and remain so. That is another
interesting aspect of activity, and we will ask the AARP about that
when they are here.

Let me ask Dr. Gandhi, I understand that a 501(c)(4)—now we
are talking about a 501(cX4), not a 501(c)}(3)—must be organized
and operated exclusively for promotion of social welfare, must pro-
mote the common good of the entire community, no cap on lobbying
expenses, tax deductible of course. The number of those over the
years that have been subject to IRS audit has decreased substan-
tially. Yet the amount of unpaid taxes collected from that shrinking
pool has increased substantially. Could you provide us with the
exact number of audits of these organizations conducted in 1990
versus those in 1994?

Dr. GANDHI. Yes, sir. In 1990, the audits were around 816; and
in 1994, the audits were about 397. So that is about 51 percent de-
cline. But I want to point out that there has been a general decline
of audits of most of these organizations, It is an overall trend
where there have been less and less audits.

Senator SIMPSON. But also, the amount recovered has gone up
si%u'ﬁcantly, is that not correct?

r. GANDHI. That is correct, sir.

Senator SIMPSON. Well, there is a chart of it, taxes and penalties
assessed against 501(c)(4) organizations. And there is the line as to
what was received in assessments in 1990, 1991, 1992 and 1993.
And you see the line then rocketed off the edge. What is your opin-
ion of that? -

Dr. GANDHI. Well, I would point out that there has been a steady
increase. In 1993, you do see a surge there. And it is quite likely
when IRS lands on some very big case or cases, and settles on that,
you could have a large settlement there. But I would point out that
that is not unique to these organizations. You could have inter-
national transfer pricing cases where, if IRS were to settle on some
very big case, you could also have a big surge there as well.

But you are right. There is a growth in taxes assessed and col-
lected from 1990 all the way to 1993.

Senator SIMPSON. And, of course, without further adieu, the big
one there. And the reason for that is the settlement with the
AARP. The $135 million is what took that line off the chart.

You are not here speaking of the AARP. You were speaking of
these organizations in your GAO report. But I add that as an edi-
torial commentary, without dragging you in.

Dr. GANDHI. Yes. Thank you, sir. I appreciate that.

Senator SIMPSON. Yes. Yes, you are quite welcome.

You have heard about the 586 million that they receive in grants.
Do you know of any other 501(c)X4) organizations that received that
amoxi;l’t or more money from the Federal Government than the

Dr. GANDHI. Now, as you know, sir, in our report we did look at
46 of the largest 50 501(c)(4) organizations. And we looked at them
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in terms of Government grants. Now I want t¢ point out here that,
when you talk about Government grants, they are not necessaril
Federal grants. They could be at the State or local level as wel{

So what we have found is that, in addition to the AARP, there
are 6 organizations out of those 46 that I talked about that had re-
ceived grants. And it adds up to something like $98 million. And
thei{ vary from as large as $83 million advanced to the Marine
Spills Corpora“ion, all the way to something like $247,000. And
they would vaiy in terms of something like 99 percent of that par-
ticular organization’s revenue to less than 1 percent. So they are
all over the lot. No question about that.

In the case of AARP, in 1992 at least, it comprised about 22 per-
cent of its overall revenue, in terms of the Federal grant.

Senator SIMPSON. Thank you very much.

May I ask Dr. Olson, is there an implicit problem in the AARP’s
lobbying “on behalf of America’s seniors” when a majority of the
revenue comes from other sources?

Dr. OLSON. Yes, I think there is a problem, and more than one
problem. One problem is that there can be an interest in an organi-
zation in its own revenue that can lead it at times to take stands
that are not in the interests of its constituents.

For example, if an organization has lobbying power, one of the
things that is rational (gor it to do is use that lobbying power to
make the law more favorable to the business activities of this non-
profit organization, and that can be harmful, even to the constitu-
ents of the organization.

Now, however, there is also the more general problem that, if the
argument I presented is right, we do not have much in the way of
lobbies to serve the broad national interest, but lots of special in-
terest lobbies. When these business activities that support special
interest lobbying are subsidized or given tax breaks, you get more
of a disproportion of political power in our political system than
you would otherwise have. )

You get a situation not only where there is essentially no lobby-
ing on behalf of the general interest, and some lobbying on behalf
of special interests, but you get massively well financed lobbying on
behalf of special interests. This is the source of most of the cam-
paign contributions that distort the political races in the country

Senator SIMPSON. Of course, this issue is going to come up in the
Congress before the August recess. It will be a very spirited debate
with regard to lobbying and gifts, and so on. And we are all cer-
tainly looking forward to that.

I have copies of a survey which was done by the AARP, used to
determine the position against the balanced budget amendment.
Now I would appreciate if you would review that. This was done
by the Worthland Group, contracted to them apparently. I have re-
viewed it, and it is puzzling to me because it says here that even
though 79 percent—this is AARP membership—favor a balanced
budget amendment, 53 percent gave us a negative mention of how
it will impact them. Twenty-six percent think it will have a positive
impact. Seventeen percent think it will simply not affect them.
Older Americans dominate the group who think that a BBA, bal-
anced budget amendment, would not affect them. They simply feel
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immune, and think that programs like Social Security and Medi-
care will not be touched.

So they went on to go the opposite direction of 79 percent of their
members and, in fact, think that they would not be touched. So
here you have a poll saying that most seniors favor it. Further,
they believe it would not require Social Security to be cut, yet they
lobbied against the measure precisely on that basis.

Is it not the point that you can read these polls, and develop any
position you want when you have this kind of power?

Dr. OLsON. That is right. As it happens, I personally am not in
favor of a balanced budget amendment. So I would not have a dis-
agreement in this particular case with the AARP position.

But yes, you are definitely right that an organization can, and
organizations often do, take stands that are against the wishes of
their own membership.

What is it that makes that possible? It is precisely the logic I
was describing that shows that the revenues of lobbying organiza-
tions do not come because the membership passionately believes in
the goals and contributes money just because they believe in the
organization’s goals. The source of revenue is business activities or
compulsory dues or other things like that. This enables the special
interest organizations, in many circumstances, to ignore the wishes
of their own members.

Senator SIMPSON. I thank you very much. Now let me yield to
the Ranking Member of the Subcommittee, a man that I have come
to highly regard and respect, not just because he is willing to stop
by. But, more than that, he and f have worked together on issues
of nuclear regulation. He was chairman, I was then ranking mem-
ber. We have served together during our time in the Senate. I have
& high regard for him, and he has been very helpful to me, both
when I was chairman and when I was ranking member, on many
issues that have always been hot ones.

And John Breaux, please. Do you have any comments?

OPENING STATEMENT OF HON. JOHN BREAUX, A U.S.
SENATOR FROM LOUISIANA

Senator BREAUX. Thank you very much, Mr. Chairman. I appre-
ciate your very generous comments, and for your perseverance in
proceeding with these hearings. I would also like to thank the
Member from Arkansas, David Pryor, for letting me just make a
comment. I have a Democratic leadership meeting, that I have to
go to, and I apologize.

I think Senator Simpson is to be congratulated for really pulling
back the sheets and exposing one of Washington's dirty little se-
crets. And that is that there about a million organizations in this
country that are “tax-exempt.”

I think most Americans would agree that little groups of organi-
zations and people that band together to do charitable and edu-
cational functions should not be taxed. But this has grown, and has
continued to grow, as you have presented, Dr. Gandhi, in your ex-
cellent paper. And it is growing every day. I think 501(c)(3) now
has 25 separate categories, ranging through all types of activities.
I am not saying this as a fact, but I am sure there are some in that
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group that said, well, if you want to have a good business and
avoid taxes, become a 501(c)X3) organization.

In the opening statement of my colleague, Senator Pryor, he said
that this i1s an opportunitg to look at many of these organizations
anld all of these areas to find out whether this is legitimate public
policy.

Particularly at a time when we are trying to reduce the deficit,
balance the budget, and make sure that everybody Kays their fair
share and no more, I think it is very appropriate that the Chair-
man has called these hearings, and I looY( forward to working with
him to find some solutions to what I think has become a good idea
that has gone haywire somewhere down the line. I do not think any
of us thought that we would end up with over a million and some
very large organizations that pay no taxes. I do not think that was
our intent.

I thank the Chairman, and congratulate him for bringing this to
our attention. I hope to follow up with him on seeking some solu-
- tions to the problem.

Senator SIMPSON. Thank you very much, Senator Breaux.

Senator Pryor?

Senator PRYOR. Yes, sir. Thank you, Mr. Chairman.

I have a question for Mr. Hewitt. I appreciate seeing you, Mr.
Hewitt. I want to thank you for our past associations. We have
worked together on the Taxpayers’ Bill of Rights and other issues
Ln ;he past, and I have always appreciated this alliance we have

ad.

However, I do want to put things in perspective a little bit here
this morning by first asking you, are you with the National Tax-
payers Union Foundation?

r. HEWITT. Correct.

Senator PRYOR. Now, are you a tax-exempt organization?

Mr. HEWITT. We are a 501(c)(3) educational organization.

Senator PRYOR. All right. If you are a 501(c)(3), it is by definition
that you cannot lobby. _

Mr. HEwITT. We do not lobby.

Senator PRYOR. What are you doing here? [Laughter.]

Mr. HEWITT. I was asked for technical advice and assistance.
Under the Tax Code, as it has been written by Congress and de-
fined by the IRS, that is not legislative lobbying.

Senator PRYOR. Well, let us see if this lobbying. For example, you
ls)t:;tt,ehithat the AARP agenda does not reflect the views of its mem-

rship.

Mr. gIEWI'I'I‘. That is a fact.

Senator PRYOR. The AARP membership has never endorsed such
policies. The AARP stifles internal debate. The AARP’s lobbyists
are notorious for booing the volunteers’ eve:g word. The AARP’s
publications are subject to the editing by AARP’s political staff. The

is a profoundly undemocratic organization, effectively con-
trolled by and for the benefit of the lobby. And then you conclude -
that, if you do not agree with AARP’s message of spiraling taxes,
exploding Government, pitting the political power of the old against
the young, consider it your civic duty to deprive AARP of your
voice.

Is that lobbying?
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Mr. HEWITT. I think it might be described in some very broad
sense as educating public opinion. But it has nothing to do with
lobbying, as defined by the Tax Code.

Senator PRYOR. Now, Mr. Hewitt, the point I am trying to make
is that in Washington, D.C., there are a lot of glass houses. And
I think you live in a glass house, sir, with all due respect. And I
think that you yourself have come close to abusing this authority
and abusing what I would call this privilege.

And I think that, when we look at the thousands of nonprofit,
tax-exempt organizations, that we are goinf to have to start at
ground zero. And we are going to have to look at yours; we are
going to have to look at every conceivable type of organization that
we can imagine—some that we cannot imagine.

As I said to Senator Simpson earlier, this is just the beginning
of this debate. And I am proud that it is be%inning because it is
long overdue. But I am just hoping that we will establish an arena,
or a mission, of where we stop and start. But I truly believe that
we have got to be very cautious about comin% up here and
lambasting another organization when we may live in a glass
house, and may also be guilty of an abuse.

So I think we just need to put it in perspective.

Mr. HEWITT. If I could, Senator, I stand by everything I said, and
we are certainly able to offer corroborating evidence.

With respect to our organization, we welcome any kind of inves-
tigation you may wish to initiate.

Senator PRYOR. Well, thank you, sir.

I cannot initiate this; only our Chairman can initiate. But, as he
goes forward, I would surely like to follow these hearings closely.

May I ask a question to Dr. Gandhi?

Dr. GANDHI. Yes, sir.

Senator PRYOR. In summary of your testimony, on page 15, Dr.
Gandhi, you make the following statement. And, once again, I
think this can be a kind of preamble to an area of this whole de-
bate that is beginning, and I quote you. “Tax-exempt status does
not prohibit an organization from engaging in commercial activity,
and data indicate that tax-exempt organizations rely upon income-
producing activity, both related and unrelated to their exempt pur-
poses, to finance operations.” That is on page 15 of your statement.

Now, from what you have heard this morning so far about the
operation of the AAﬁP, d;)lﬁvou think that this particular operation,
this organization, is in conflict with your statement?
~ Dr. GANDHI. We have not really looked at the activities of AARP.
And that is not what we are here for. I think it is for the IRS to
determine, whether or not the activities that they have undertaken
have deviated from their tax-exempt purpose.

So I really cannot comment on that, sir. _

Senator PRYOR. All right. Then let me follow on with a question,
and you may want to answer this question with the same answer
you just gave.

It sounds like you might agree that, just because an organization
such as AARP is involved in income-producing activities, such as
receiving royalties from credit cards, it does not necessarily mean
that they are in violation of nonprofit tax law, as described by you.
Would that be your conclusion?
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Dr. GANDHI. That is correct. Yes, sir. I think the Congress has
allowed these organizations to undertake commercial activities, to
the extent that those activities relate to and enhance the tax-ex-
empt purpose. In addition, Congress also allowed certain commer-
cial activities, even though they may be unrelated, as an exception.
And there are about 40 exceptions to the Code.

Senator PRYOR. I see. Now, Mr. Hewitt, may I ask you another
question? I believe you have raised the issue of the mailing permit,
or subsidized mailing. Is this correct? You have talked about this?

Mr. HEWITT. I did talk about that, yes.

Senator PRYOR. All right. What about your foundation? Do you
have subsidized mailing?

Mr. HEWITT. Yes, we do.

Senator PRYOR. How much does it cost you to send a letter
through the mail?

Mr. HEWITT. I would say that we generallf pay the regular first-
class postal rates on most of the mail that I send out. We get vir-
tually all of our funding from individual gifts and- foundation
grants. Direct mail does not fund our foundation.

Senator PRYOR. But you do have a mailing permit which allows
you to mail at a significantly lower rate?

Mr. HEWITT. Yes, we do.

Senator PRYOR. All right.

Mf{ HEWITT. It is worth pennies to us, and we would gladly relin-
quish it.

Senator PRYOR. Well, we have made some headway, Senator
Simpson. [Laughter.]

In fact, congratulations. We will apgly it to the deficit.

Senator SIMPSON. If we can do that with the AARP we have
made bucks, I can tell you. [Laughter.)

Senator PRYOR. Dr. Olson, how many of our 501(c)(3) and (cX4)
organizations have this subsidized mailing?

r. OLSON. I do not know the figures on that, Senator. I do know
that there is an awful lot of such mail that comes into my mailbox.

Senator PRYOR. I cannot speak for Senator Simpson, but we are
trying not to hurt the churches. We are trying not to hurt the
Cody, Wyoming garden club. We are tr])gng not to hurt organiza-
tions which truly have a purpose in making this a better country.

I do think there may be some areas that we need to look further
at. Once again, I applaud Senator Simpson for doing this.

Senator Simpson, I am %oing to yield back the balance of my
time because I know you still have other witnesses to call.

Thank you, sir.

Senator SIMPSON. I thank you much, David.

Just for the record, I must say that I think an invitation to tes-
tify is not to be defined as lobb 'nﬁ under the IRS Code. I invited
Mr. Hewitt to come, and I think the thing he is suggesting in his
testimony is to propose legislative reforms which would apply to
your organization too. Is that not correct?

Mr. HEWITT. Ahsolutely.

Senator SIMPSON. All right. I think that is very important, that
whatever you have suggested, you also suggest bringing down upon
yourself, your own organization,

Senator PRYOR. May I interrupt?
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Senator SIMPSON. Yes.

Senator PRYOR. I am trying to reclaim a few seconds. I am an
Indian giver.

Senator SIMPSON. No, no. That is fine.

Senator PRYOR. Excluded from the definition of lobbying under
the 501(cX3) definition is: (1) making available research of non-par-
tisan research; (2) providing technical assistance to a Govern-
mental body in response t:: a written request by that body. I do not
really put this in the category of technical advice this morning, Mr.
Hewtt, nor of non-partisan research. I think the exclusions do not
apply to you. That is my position.

r. HEwWITT. Well, even to the extent that that would be the
case—and I would dispute it—nonprofit organizations, 501(cX3) or-
ganizations, still can spend a very modest percentage of their budg-
ets toward this type of activity.

Senator PRYOR. Thank you, sir. Thank you, Mr. Chairman.

Senator SIMPSON. I too remember that this group testified before
the Entitlements Commission. And every group that testified
knocked every other group, so there is nothing untoward. They all
do it—veterans groups, senior groups. But I think that, for me,
there is an inability to tie these two organizations of the NTUF and
the AARP together because this group that Mr. Hewitt represents
has none of the sources of commercial revenue used by the AARP.
We are not challenging AARP’s right to lobby; we are challenging
their tax-exempt status business income in doing so.

But there is one thing that I think is very important to get in
here, so that we all hear it. And that is, I will enter into the record
the section of the bylaws of the AARP, where they can get rid of
people. There is no question about the truth of that. So I enter into
the record Article VIII, suspension or expulsion under section 1 of
the AARP bylaws, where they can simply dismiss people. In fact
they can even do it ir a summary form, if they do anything that
is detrimental to the best interests of the association, or if they do
anything to comment on the services provided. So I would place
that in the record.

[The information appears in the aPpendix.]

Dr. GANDHI. Mr. Chairman, may I just make a comment in addi-
tion to what Professor Mancur Olson was saying and, to some ex-
tent, what Senator Pryor was suggesting?

Senator SIMPSON. Yes.

Dr. GANDHI. | already pointed this out in our testimony, but
what you want to observe here is kind of a historical trend where
(cX3) and (c)(4) organizations have moved away from the so-called
traditional sources of revenue.

For example, in the case of the (cX3)’s, contributions used to be
a major source. For example, in 1975, roughly one-third of their
revenue came from contributions. Today, it is something like 20
percent. :

Similarly, in the case of (c)(4)’s, dues and assessments used to be
a substantial portion of their revenue, which was about 58 percent
in 1975. Today, it is only about 10 percent.

So this has been an historical trend. The organizations that have
been mentioned here are not unique about that. They simply rep-
resent a larger trend.
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Senator SIMPSON. I think it is a trend, and it is a trend that dis-
turbs Senator Pryor as much as it disturbs me. And this is what
we are about.

Let me ask Dr. Olson. I have a letter here from the Food and
Drug Administration, dated December 13, 1989, directed to our
friend Bill Armstrong, former Senator, who came here when we
did—a wonderful colleague and friend. He had written to them be-
cause he had sent them s letter from a constituent, saying some-
thing that you are very interested in—how come I have to pay
these kinds of drug prices?

Then this is the letter to Senator Armstrong from the Food and
Drug Administration. The Associate Commissioner for Legislative
Affairs of the Food and Drug Administration kind of gave him the
business about generic drugs and what patients can do, and so on.
And then, at the end, it says, “Some cooperative consumer organi-
zations have programs which allow their members to buy drugs at
lower prices. The American Association of Retired Persons, a na-
tional organization, offers its members reduced prices on prescrip-
tion and non-prescription drugs. The association can be reached by
writing to the membership processing department, AARP, Long
Beach Boulevard, Long Beach, California.”

That is interesting. Should the Government of the United States
be steering customers to the AARP?

Dr. OLSON. Definitely, no. But I would like to suggest that, alas,
this is not such an isolated example. The Government has provided
the funding for lots of lobbies. Senator Pryor mentioned the Na-
tional Rifle Association. It is not well known that it began largely
because of a Government subsidy to encourage marksmeriiship in
the interest of national defense.

Similarly, the Farm Bureau began because the U.S. Agricultural
Extension Service wanted organizations of farmers to work with
the county agents. Of course, the Farm Bureau ultimately became
a major lobbying organization.

So I think that Government support of lobbies, which then affect
the: Government, and extract more out of the Government, is a very
common problem. And, of course, it leads to a vicious circle. The
more the Government aids the lobbies, the stronger they are as lob-
bies, 8o the more they suck out of the Government. This makes the
economy go down in a spiral. And what is next is maybe Bolivia,
if we do not fix it.

Mr. HEWITT. If I could add to that, the Older Americans Act,
which provides much of the grant revenue AARP receives, actually
has in it a provision which allows this money to be used for legisla-
tive advocacy.

Senator SIMPSON. Very interesting. There is another group, and
I know that Senator Pryor has run across them. As we deal with
the senior groups, there is one group that receives 96 percent of its
money from the Federal Government to represent seniors. It is the
National Council of Senior Citizens. They have written me saying,
in a sense, stop what you are doing with the AARP. And there are
many leadership councils of aging organizations that have signed
onto the letter, supporting the AA%P. One of them, of course, is the
National Council. So they are all in it, and we know why they are
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all in it, because it is a concern that goes far deeper than the
AARP as to what is happening.

I might ask Dr. Olson, is the marketplace in an area such as
pharmaceuticals or financial services affected by the presence of or-
ganizations with the tax-exempt support and the lobbying clout of
the AARP?

Dr. OLSON. Yes, I believe it is enormously affected, and that this
is a major source of why health care is so fantastically expensive
in this country.

Esse:tially, our system of financing medical care grew out of or-
ganized interests in the medical area: organized hospitals, orga-
nized physicians and, of course, the dru% industry. So what was set
up in the beginning, mainly through Blue Cross-Blue Shield, was
a system of paying for medical care and drugs where, in essence,
the more that was spent, the more insurance was paid. And all
sorts of devices were set up as part of the arrangements to reduce
competition among providers of hospital services, among drug com-
panies, among physicians, and so forth.

Then, when Medicare came in, Medicare was structured, because
of these interests, in such a way that the Federal Government
would then pay the providers more and more.

Of course, these things have been changed some lately, but the
net effect of all this is a gigantic percentage of our National income
that is spent on drugs and other forms of health care. And that gi-
gantic percentage is in part explained, in my opinion, by the
strength of special interests.

Senator SIMPSON. Another part of that is that all of us hear from
our retail druggist in our home town, the so-called hometown phar-
macy, which are being slowly wiped out by organizations who can
provide these pharmaceuticals. And, of course, AARP has indicated
that their profit there is only $4.1 million, but there are a lot of
subcontractors, and there are a lot of other businesses and corpora-
tions that fold clear back into the foundations that are monitored
by the AARP, the Andrus Foundation, on and on.

It is a labyrinth that is far beyond my ability and intent to spend
too much time in. I would be here the rest of my life doin% that.
But I want to ask you this. Are there any limits on the lobbying
activity of a 501(c)(4)?

Let me ask that of Dr. Gandhi, please. Are there any limits on
the lobbying activity of a 501(c}4)? We know of the alleged and
supposed limits on 501(cX3)’s, but what about a (c)(4)?

r. GANDHI. A (c)(4), (c)(5) and (c)}6) can have unlimited lobbying
activity. But we want to make sure that whatever lobbying they do
relates to their basic tax-exempt purpose.

Senator SIMPSON. And 8o in your study of the GAO report, you
were not specifically looking at any organization at all?

Dr. GANDHI. No, sir. ,

Senator SIMPSON. And the things you have said this morning are
not directed at any organization at all?

Dr. GANDHI. No, sir.

Senator SIMPSON. I think that is very important that you have
met that test as a Government employee.

I believe Senator Pryor has some questions, but I think we will
go to the final panel.
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I want to thank all of you. I have further questions, which I
would like to submit in writing, if I may. It has been very helpful
to have the information you have furnished. It gives us a base to
start. And thank you so much.

Dr. OLsON. Thank you.

Mr. HEwITT. Thank you.

Dr. GANDHI. Thank you.

Senator SIMPSON. Now we have Mr. Roy Goldberg, attorney with
8alland, Kharasch, Morse and Garfinkle, accompanied by Geoffrey

itner.

So if you would please share your testimony with us this morn-
ing, we would appreciate it very much.

STATEMENT OF ROY GOLDBERG, GALLAND, KHARASCH,
MORSE & GARFINKLE, WASHINGTON, DC

Mr. GOLDBERG. Thank you and good morning, Senator.

My name again is Roy Goldberg, and I am with the firm here in
town of Galland, Kharasch, Morse & Garfinkle. I am here today
with Geoffrey P. Gitner, of the firm.

Mr. Gitner and I represent a retired doctor in the Chicago area,
named Dr. Joseph Schiff. He is currently involved in some litiga-
tion a%ainst the AARP. For the record, he is also reﬁresented by
counsel Beigel, Schy, Lasky, Rifkind, Goldberg & Fertik in Chicago.

The reason why Mr. Gitner and myself are here, and the reason
why Dr. Schiff has sued the AARP, is because of his discovery and
dismay that an organization that he thought was looking out for
the interests of aged people in this country, soon-to-be-aged people
in this country, senior citizens, that their primary goal and objec-
tive was to advocate on their behalf, to look out for them. He be-
lieved that this was a position of trust, something like a clergy type
of relationship or a family type of relationship, to look out for their
interests.

He found out that that was not the case at all. Rather, this is
an organization that in many ways looks out for its own interests,
and primarily the interest of making a lot of money, sometimes
hand over fist. And he was very surprised to find this out when the
lfg::ts of the settlement between the IRS and the AARP became

own.

Now Dr. Schiff has been a member of the AARP for 20 years. He
has purchased services and goods from the AARP. One of the
things is Medicare insurance, supplemental health care. Also, he
purchased for both himself and his wife long-term care, so that if
you are in a nursing home, or somebody needs to take care of you,
that is an insurance package that he purchased.

When he bought that insurance, he thought he was getting a

ood price, and that he was getting a good value because the
P, with its strer:lgth in numbers, would be getting only quality
insurance, and would be giving him a very good price because the
AARP was not in it for the money. In fact, the representation was
made to him in writing that the AARP was going to make an allow-
ance to cover its costs, and would make some interest from the
funds that were waiting to be given to the insurance company.

Based on that, Dr. Schiff believed that the organization was look-

ing out for his interests, and he bought that insurance. But he
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found out after the IRS settlement came to light, which you can see
in the 1993 financial statements from the P, that the allow-
ance for soliciting and monitoring those insurance programs was
about $17 million.

All ri%pt; that was disclosed to him. But the AARP made $85
million from that insurance. So somewhere there is a $70 million
profit that he did not know about, he was not told about, and he
assumed that that profit did not exist, and that his pricing was
based on something that the AARP was not getting that profit.

We have other examples of misrepresentations that the AARP

-made to Dr. Schiff and all of its members, or many of its members.
The essence of his allegation is one of failure to disclose. His pri-
mary complaint is actually brought here in D.C. Superior Court,
under the %.C. Consumer Protection Procedures Act.

And he alleges that the AARP was acting as a merchant when
it sold insurance, pharmaceuticals, investments, credit cards, and
that they did not disclose something that was very important to
him. This was that although they are acting like a nonprofit, and
saying that they are a nongroﬁt corporation, they are in fact mak-
ing quite a handsome profit. He would very much have liked to
know that. It was material, and it was not told to him.

There are some things that we want to find out ourselves. If you
have a discovery from the AARP, that is a point we are not at yet
in the litigation, and we hope to get to that point. Perhaps if we
were back here in 6 months to 9 months, we would know a lot
more. We know about the failure to disclose things to Dr. Schiff
and other members of the AARP. We know these are material
omissions. We ho?e to get further discovery. And we hope to make
sure that in the future the AARP fully discloses what 1t is about,
and what it is up to.

I want to thank you for the chance to appear here. I would like
to request that our written comments are made part of the record.
Mr. Gitner and I would be ha %/)[’ to answer any questions.
di['lihe prepared statement of Mr. Goldberg appears in the appen-

X.

Senator SIMPSON. Thank you very much.

_ Let me show you a copy of an ad for health insurance, back here

in the corner. It is obviously an ad. It speaks of AARP’s long-term
care plan, Plan FF, for members and spouses. Of course, I think

that could be described as a typical ad, which might be sent to a

client as an AARP member. Would you say that looks like an ad-
vertisement?

Mr. GITNER. If I could respond to that, Senator Simpson. Yes, it
does look like an advertisement. And that is the advertisement, or
a similar advertisement, that Dr. Schiff saw when he agreed to ob-
tain the long-term health care.

What we found in our investigation was that, ir the long-term
health care portion of the AARP’s business, was \hat there was a
Froﬁt, as Mr. Goldberg said, of some $70 million. That is $70 mil-
ion in a single year on the premiums that were paid under the
long-term health care provisions. And it is a business. They are
running their business just like any other insurance company, al-
though they have the advantage of being a tax-exempt non-paying

organization.
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This is $70 million that could have been rebated, $70 million
that could have been used to discount premiums to its members,
$70 million that simply sat in the coffers of the AARP, along with
approximately $300 million other dollars, for what purpose we do
not know.

And what we have determined is that members of the AARP be-
lieve that they are getting the benefit of a bargain. They have been
led to believe that they are getting something of value, and some-
thing of value is that they are getting insurance or discounted
pharmaceuticals, or other products, from a company that has osten-
sibly has led them to believe that there is no profit motive, and
they are going to get these at the best commercially available rates
possible. And this just has not been the case.

Indeed, from what we have been able to determine, it appears
that $18 raillion a year is collected by AARP on premiums, that is
the interest that AARP is making off the premiums that are being
paid by its members before it finds its way to the insurance com-
pany. This, again, is $18 million that could be rebated or used to
discount for lower rates to its members, who are primarily on fixed
incomes or recipients of Social Security.

And this is the gist of our complaint, Senator.

Senator SIMPSON. Let me indicate, for those who cannot see as
well in the back, this says here that this is for AARP members and
spouses. It helps pay for home health care, adult day care, nursing
home expenses not covered by Medicare and private insurance up
to $50 to $70 per visit, lifetime maximum 730 visits, $100 a day
qualified nursing home containments. It pays for all benefits of
nursing home care, plus individual age pricing. Rates are guaran-
teed not to increase. You have the opportunity to purchase, no
prior nursing home stay, no prior hospitalization required.

And that went out for 8 cents. That went out around the United
States of America in a huge number of mailings. If you will get to
the next chart, as to the number of mailings the AARP has sent
out, I notice it increases a bit, depending on what is up in Con-
gress, but there are the mailing dates, and that is indeed difficult
to see for those of us who are members of the AARP.

However, I have a copy of it here before me, insurance mailings
under the AARP permit No. 1-1992. And it describes here the
number of pieces, the nonprofit rate paid, 8 cents, 9 cents, 11
cents—they differ slightly. There were 5 or 6 mailings in January,
some in February, March, heavy in May, heavy in June. Here is
a copy I shall insert in the record of the envelope in which this ad
was mailed, showing that it was .81 cents—anyway, 8 cents—and
these were all mailed at rates between 6 cents and 11 cents over
8 months, a huge, huge volume, 21,000 at one crack, 19,000,
22,000, 27,000, 21,000.

[The information appears in the appendix.]

Senator SIMPSON. I am going to be very interested to see what
happened between the last entry here of August 21 and what hap-
pened before the election in November of 1992. I have a hunch that
might have been a stimulating increase. I do not know that. I have
no idea, but I have a hunch.
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But let me tell you, when you get into clout, where we are with
this group, especially with reg to this ad and mailings. Would
you put the ad back up please, Chuck.

On February 26, 1992—Buffalo Bill’s birthday, I might add. We
all cherish that in Cody, WY. A great ceremony is held on February
26 in my home town. On February 26, Mr. Jack Lahr, an attorney
for the AARP wrote Mr. Donald Dillman Director of the Office of
Classification and Rates Administration, U.S. Postal Service, and
said, re—in other words, regarding—third class NPO (nonprofit or-
ganization) insurance premiums. It said, “Dear Mr. Dillman: En-
closed is a discussion draft agreement between USPS and AARP,
" addressing the recent legislation, the problems it generated, and
solutions discussed. Preliminary reactions will especially be wel-
comed by March 5th.”, and so on.

And what Mr. Lahr and the AARP sent the Postal Service was
a draft of an agreement. And I enter it into the record here, for the
purposes of anyone’s review.

It says that they really could not handle this issue of “not gen-
erally otherwise commercially available.” The AARP wanted the
Postal Service to be aware that they were both concerned about the
administration of mailings which were “not generally otherwise
commercially available,” saying that litigation may arise, and so

on.

Then the AARP suggested that, even though they knew what
they were doing, they had been told not to do. In fast, the Postal
Service told them on Mar