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LETTER OF TRANSMITTAL

THE SECRETARY OF THE TREAsURY,
Washington, February 2, 1965.
Hon. Harry F. Byrb,
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

Hon. WiLBur C. MiLLs,
Chairman, Committee on Ways and Means,
House of Representatives, Washington, D.C.

DeAR MR. CHAIRMEN: I am transmitting herewith the report of
the Treasury Department on private foundations. This report re-
sgonds to requests by the Committee on Finance of the Senate and
the Committee on Ways and Means of the House of Representatives
that the Treasury Department examine the activities of private
foundations for possible tax abuses and report its conclusions and rec-
ommendations to the committees. The report contains the results
of an extensive study made by the Department pursuant to such
requests and contains proposals for correction by legislation of in-
adequacies of the law disclosed by the study.

Sincerely yours,
Doucras DiLLon.
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U.S. TREASURY DEPARTMENT REPORT ON
PRIVATE FOUNDATIONS

INTRODUCTION

Because of the importance which this Nation attaches to private
philanthropy, the Federal Government has long made generous pro-
vision for tax exemptions of charitable! organizations and tax de-
ductions for the contributors to such organizstions. Since the Federal
tax laws in this way encourage and, in substantial measure, finance
Frivate charity, it is altogether proper—indeed, it is imperative—
or Congress and the Treasury Department periodically to reexamine
the character of these laws and their impact upon the persons to
which they apgly to insure that they do, in fact, promote the values
associated with philanthropy and that they do not afford scope for
abuse or unwarranted private advantage.

This Report responds to requests by the Committee on Finance of
the U.S. Senate and the Committee on Ways and Means of the House
of Representatives that the Treasury Departinent examine the ac-
tivities of private foundations for tax abuses and report its conclusions
and recommendations. Both the Congress and the Treasury Depart-
ment have investigated these problem areas in the past. A major
study resulted in 1mportant legisiation in 1950, when opportunities
for self-dealing and the accumulation of income were restricted and,
in addition, the income of feeder organizations and the un-elated
business income of certain classes of organizations were <»bjected
to tax. The Revenue Act of 1964 imposed further restrictions on
foundations seeking to qualify as recipients of unlimited charitable
contributions. However, the major revisions of 1950 have not been
comprehensively reviewed since their enactment. In its present
study, the Treasury Department has sought to determine whether
existing legislation has eliminated the abuses with which it was de-
signed to cope, and whether additional abuses have developed which
retiuire correction by legislative action.

n keeping with the congressional requests which prompted it, the
scope of this Report is limited to private foundations. The discussion
of problems and Froposed solutions, thus, is confined to that context.
The restriction of the Report to private foundations does not indicate
any judgment upon whether or not similar or other types of problems
may exist among other classes of exempt organizations. For purposes
of this Report, the term “private foundation” designates:

(1) Organizations of the type granted tax exemption by section

501(c)(3) (that is, generally, corporations or trusts formed and
! The terms “charity” and “‘charitable’” are used in their iene:lc sense in this Report, including all phil-
anthrople activities upon which the relevant {on of the Internal Revenue Code of 1954 (sec. 501(c) (3))

confers exemption. Unless otherwise indicated, all statutory references are to the Internal Revenue Code
of 1954, as amended.

1
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operated for religious, charitable, scientific, literary, or educa-
tional purposes, or for testing for public safety or the prevention
of cruelty to children or animals), with the exception of—
(a) Organizations which normally receive a substantial
ﬁaag of ;heir support from the general public or governmental
odies;
(6) Churches or conventions or associations of churches;
(c) Educational organizations with regular faculties,
curriculums, and student bodies;?* and
(d) Organizations whose purpose is testing for public
safety;* and
(2) Nonexempt trusts empowered by their governing instru-
ments to pay or permanently to set aside amounts for certain
charitable l‘purposes.

In carrying forward its study, the Treasury Department has con-
ducted an extensive examination of the charactistics and activities
of private foundations. It has investigated and evaluated the experi-
ence of the Internal Revenue Service and the Department of Justice
in the administration of the laws governing the taxation of foundations,
their contributors, and related parties. Its study has drawn upon
pertinent information assembled in investigations conducted by other
groups.® It has conducted a special canvass of approximately 1,300
selected foundations. From these and other sources, it has compiled
and tabulated a variety of classes of relevant statistical data. It
has discussed the area with an Informal Advisory Committee on
Foundations appointed by Secretary Dillon.® It has, further, con-
sidered a broad range of proposals for reform, extending from remedies
narrowly tailored to end specific abuses to sweeping recommendations
for the elimination or restriction of tax exemptions and deductions for
certain classes of foundations.

The Department’s investigation has revealed that the preponder-
ant number of private foundations perform their functions without
tax abuse. However, its study has also produced evidence of serious
faults among a minority of such organizations. Six major classes
of problems exist; other problems are also present. While the Internal
Revenue Service has taken vigorous action in recent years to improve
its administration of the existing laws which govern foundations
and their contributors,’ additional legislative measures appear neces-
sary to resolve these problems.

This Report seeks first to place private foundations in general
perspective, by considering the values associated with philanthropy
and the part played by private foundations in realizing those values.
Against this background, it explores the major problems in detail and

? Described in sec. 503(b)(3).

? Described in sec. 503(b) (2).

¢ While organizations within this minor category are exemipt from tax, contributions to them are not de-
ductible; and they would therefore appear to be more closely analogous to business leagues, social welfare
“ﬁ'{:’éﬁ'&%ﬁ'&?&'%f{'& m'é?;?mm‘a'f o': s?n?:ud%méu of the House of Representatives, whose
chairman is Representative Wright Patman. The reports of the investigations of this subcommittee,
entitled “Tax-Exempt Foundations and Charitable Trusts: Their Impact on Our Economy,” have been
e e e ey e
published recently. See “Tax-Exempt Foundations: Thelr Impact on Small Business,” hearings before
subcommittee No. 1 on Foundations, 88th Cong., 2d sess., 1964.

¢ This Committee met with Treasury officials on several occasions, and was a valuable source of informed
oplnion; but the conclusions and recommendations of this Report are those of the Treasury Department, and
are, of course, based on [acts and views drawn from many additional sources. 1

? Appendix B summarizes the administrative improvements which have been effected by the Interna
Revenue Bervice,
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presents possible solutions.®* In a separate part it describes addi-
tional problems of less general significance and recommends approaches
to deal with them.® Appendixes present tables of relevant statistics
and other information.

% The Report does not deal with the problem of distinguishing between permissible educational activities
of foundations and dissemination of propaganda. The distinction is drawn by existing law. The Internal
Revenue Service has been investigating situations of questionable operations and taking the action appro-
priate under presently aﬁllmble rules. This programn will continue.

* The provisions designed to insure compliance with existing law will have to be reexamined to determine
their adequacy to the task of securing compliance with the rules proposed in this Report. The fundamental
objective of such provisions should be to make certain that funds which have been committed to charity
and for which tax benefits have been granted will in fact be devoted to charitable ends. Also, eflective
enforceinent of the rules recornmended here will require the flling of information returns by the organiza-
tions to which the rules apply. Since certain private foundations are not now required to file such returns,
suitable revisions will have to be made in the relevant provisions of existing law.






SUMMARY OF REPORT
I. AN AprpraisaL oF Private FounbpaTions

While private foundations have generally been accorded the same
favorable tax treatment granted other philanthropic organizations—
exemption from tax and the privilege of receiving donations deductible
by the donors—previous legislation has placed several special re-
strictions upon them. To determine whether additional restrictions
are necessary, one must first inquire into the character of the con-
tribution which private foundations make to private philanthropy
alxlld the validity of the general criticisms which have been leveled at
them.

A. PHILANTHROPIC VALUES AND PRIVATE FOUNDATIONS

Private philanthropy plays a special and vital role in our society.
Beyond providing for areas into which government cannot or should
not advance (such as religion), private philanthropic organizations
can be uniquely qualified to initiate thought and action, experiment
with new and untried ventures, dissent from prevailing attitudes,
and act quickly and flexibly.

Private foundations have an important part in this work. Avail-
able even to those of relatively restricted means, they enable indi-
viduals or small groups to establish new charitable endeavors and to
express their own bents, concerns, and experience. In doing so, they
enrich the pluralism of our social order. Equally important, because
their funds are frequently free of commitment to specific oggratin‘ﬁ
programs, they can shift the focus of their interest and their financi
support from one charitable area to another. They can, hence,
constitute a powerful instrument for evolution, growth, and improve-
ment in the shape and direction of charity.

B. EVALUATION OF GENERAL CRITICISMS OF PRIVATE FOUNDATIONS

Three broad criticisms have been directed at private foundations.
It has been contended that the interposition of the foundation be-
tween the donor and active charitable pursuits entails undue delay
in the transmission of the benefits whicg society should derive from
charitable contributions; that foundations are becoming a dispropor-
tionately large segment of our national economy; and that founda-
tions reﬁresent dangerous concentrations of economic and social power.
Upon the basis of these contentions, some persons have argued that
a time limit should be imposed on the lives of all foundations. Anal-
ysis of these criticisms, however, demonstrates that the first appears
to be susceptible of solution b{y a measure of specific design and lim-
ited scope, the second lacks factual basis, and the third is, for the
present, bein%ramply met by foundations themselves. As a conse-
quence, the Treasury Department has concluded that prom(ft and
effective action to end the specific abuses extant among foundations
is preferable to a general limitation upon foundation lives.
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II. MaJor ProBLEMS

The Treasury Department's study of private foundations has
revealed the existence of six categories of major problems.

A. BELF-DEALING _

Some donors who create or make substantial contributions to a
private foundation have engaged in other transactions with the foun.-
dation. Property may be rented to or from it; assets may be sold
to it or purchased from it; money may be borrowed from it or loaned
to it. These transactions are rarely necessury to the discharge of
the foundation’s charitable objectives; and they give rise to very real
danger of diversion of foundation assets to private advantage.

Cognizant of this danger, the House o Representatives in 1950
approved a bill which would have imposed absolute prohibitions upon
most financial intercourse between foundations and donors or related

arties, and which would have severely restricted other such dealings.

owever, the measure finally adopted, which has been carried without
materiul change into present law, prohibits only loans which do not
bear a “reasonable” rate of interest and do not have “adequate”
security, “substantial” purchases of property for more than ‘“ade-
quate’’ consideration, “substantial” sales of property for less than
“adequate” consideration, and certain other transactjons.

Fourteen years of experience have demonstrated that the impreci-
sion of this stutute makes the luw difficult and expensive to administer,
hard to enforce in litigation, and otherwise insufficient to prevent
abuses. Whatever minor advantages charity may occasionally derive
fromn the opportunity for free dealings between foundations ans' donors
are too sligEt. to overcome the weight of these considerations. Con-
sequently, the Report recommends legislative rules patterned on the
total prohibitions of the 1950 House bill. The effect of this recom-
mendation would, generally, be to prevent private foundations.from
dealing with any substantial contributor, any officer, director, or
trustee of the foundation, or any party related to them, except to pay
reasonable compensation for necessary services and to make incidentsl
purchases of supplies.

B. DELAY IN BENEFIT TO CHARITY

The tax laws grant current deductions for charitable contributions
upon the assumption that the funds will benefit the public welfare.

is aim can be thwarted when the benefits are too long delayed.
Typically, contributions to a foundation are retained as capital, rather
than distributed. While this procedure is justified by the advantages
which private foundations can bring to our society, in few situations is
there justification for the retention of income (except long-term
capital gains) by foundations over extended periods. Similarly, the
purposes of charity are not well served when a foundation’s charitable
disbursements are restricted by the investment of its funds in assets
which produce little or no current income.

Taking note of the disadvantages to charity of permitting un-
restricted accumulations of income, Congress in 1950 enacws the
predecessor of section 504 of the present Internal Revenue Code,
which denies an organization’s exemption for an~ year in which its
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income accumulations are (a) “uureasonable” in amount or duration
for accomplishing its exempt purposes, (b) used to a “substantial”
degree for other purposes, or (c) invested in way which “jeopardizes”
the achievement of its charitable objectives.! The indefiniteness of
the section’s standards, however, has rendered this provision difficult
to apply and even more difficult to enforce. Two changes in the law
are needed for private foundations which do not carry on substantial
active charitable endeavors of their own.

First, such private foundations should be required to devote all
of their net income? to active charitable operations (whether conducted
by themselves or by other charitable organizations) on a reasonably
current basis. To afford flexibility, the requirement should be tem-
pered by a 5-year carryforward provision and a rule permitting accu-
mulation for a specified reasonable period if their purpose is clearly
designated in'advance and accumulation by the foundation is necessary
to that purpose.

Second, 1n the case of nonoperating private foundations which
minimize their regular income by concertrating their investments in
low yielding assets, an “income equivalent” formula should be pro-
vided to place them on a parity with foundations having more diversi-
fied portfolios. This result can be accomplished by requiring that
they disburse an amount equal either to actual foundation net income?
or to a fixed percentage of foundation asset value, whichever is greater.

C. FOUNDATION INVOLVEMENT IN BUSINESS

Many private foundations have become deeply involved in the
active conduct of business enterprises. Ordinanly, the involvement
takes the form of ownership of a controlling interest in one or more
corporations which operate businesses; occasionally, a foundation
owns and operates a business directly. Interests which do not con-
stitute control may nonetheless be of sufficient magnitude to produce
involvement in the affairs of the business.

Serious difficulties result from foundation commitment to business
endeavors. Regular business enterprises may suffer serious competi-
tive disadvantage. Moreover, opportunities and temptations for
subtle and varied forms of self-dealing—difficult to detect and impos-
sible completely to proscribe—proliferate. Foundation management
may be drawn from concern with charitable activities to time-con-
suming concentration on the affairs and problems of the commercial
enterprise.

For these reasons, the Report proposes the imposition of an absolute
limit upon the participation of private foundations in active business,
whether presently owned or subsequently acquired. This recom-
mendation would prohibit a foundation from owning, either directly
or through stock holdings, 20 percent or more of a business unrelated
to the charitable activities of the foundation (within the meaning of
sec. 513). Foundations would be granted a prescribed reasonable
period, subject to extension, in whicﬁrto reduce their present or sub-
sequently acquired business interests below the specified maximum
limit.

1 Bectlon 681 im| similar restrictions upon nonexempt trusts which, under section 642(c), claim chari-

table deductions in excess of the ordinary percentage limitations on individuals’ deductible contributions.
t Except long-term capital gains.
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D. FAMILY USE OF FOUNDATIONS TO CONTROL CORPORATE AND OTHER
PROPERTY

Donors have frequently transferred to private foundations stock of
corporations over which the donor maintains control. The resulting
relationships among the foundation, corporation, and donor have
serious ung:simble consequences which require correction. Similar
problems arise when a donor contributes an interest in an unincor-
porated business, or an undivided interest in property, in which he or
related parties continue to have substantial riggts. In all of these
situations, there is substantial likelihood that private interests will
be preferred at the expense of charity. Indeed, each of the three
major abuses discussed thus far may be presented in acute form here,
The problems here are sufficiently intensified, complex, and possessed
of novel ramifications to require a special remedy.

To provide such a remedy, the Treasury Department recommends
the mﬁ)ption of legislation which, for gifts made in the future, would
recognize that the transfer of an interest in a family corporation or
other controlled property lacks the finality which should characterize
a deductible charitable contribution. U%der this recommendation,
where the donor and reluted parties maintain control of & business or
other property after the contribution of an interest in it to a private
foundation, no income tax deduction would be permitted for the gift
until (a) the foundation disposes of the contributed asset, (b) the
foundation devotes the property to active charitable operations, or
(ci donor control over the business or property terminates. Cor-
relatively, the recommended legislation would treat transfers of such
interests, made at or before death, as incomplete for all estate tax
purposes unless one of the three qualifying events occurs within a
;Peciﬁed period (subject to limited extension) after the donor’s death.

or the purposes of this rule, control would be presumed to exist if
the donor and related parties own 20 percent of the votiex(lf power of a
corporation or a 20 percent interest in an unincorporated business or
other property. This presumption could be rebutted by a showing
that a particular interest does not constitute control. In determining
whether or not the donor and related parties possess control, interests
held by the foundation.would be attributed to them until all of their
own rights in the business or other underlyin property cease.

The Treasury Department has given careful consideration to a mod-
ification of this proposal which would postpone the donor’s deduction
only where, after the contribution, he and related parties control the
business or other underlying roperty and, in addition, exercise
substantial influence upon the fgundatmn to which the contribution
was made. Such a rule would permit an immediate deduction to a
donor who transfers controlled property to a foundation over which
he does not have substantial influence. Analysis of this modification
indicates that it possesses both advantages and disadvantages. Con-
gressional evaluation of the matter, hence, will require careful balanc-
ing of the two.
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E. FINANCIAL TRANSACTIONS UNRELATED TO CHARITABLE FUNCTIONS

Private foundations necessarily engage in many financial transac-
tions connected with the investment of their funds. Experience has,
however, indicated that unrestricted foundation participation in
three classes of financial activities which are not essential to charitable
opc::‘lat.ions or investment programs can produce seriously unfortunate
results. -

Some foundations have borrowed heavily to acquire productive
assets. In doing so, they have often permitted diversions of a portion
of the benefit of their tax exemptions to private parties, and they
have been able to swell their holdings markedly without (iependence
upon contributors. Certain foundations have made loans whose
fundamental motivation was the creation of unwarranted private
advantage. The borrowers, however, were beyond the scope of
reasonable and administrable prohibitions on foundation self-dealing,
and the benefits accruing to the foundation’s managers or donors were
sufficiently nebulous and removed from the loan transactions them-
selves to be difficult to discover, identify, and prove. Some founda-
tions have participated in active trading of securities or speculative
practices.

The Treasury Department recommends special rules to deal with
each of these tgree classes of unrelated financial transactions. First,
it proposes that all borrowing by private foundations for investment

urposes be prohibited.® Second, it recommends that foundation
oans be confined to categories which are clearly necessary, safe, and
appropriate for charitable fiduciaries. Third, it proposes that
foundations be prohibited from trading activities and speculative
practices.
F. BROADENING OF FOUNDATION MANAGEMENT

Present law imposes no limit upon the period of time during
which a donor or ﬁls family may exercise substantial influence upon
the affairs of a private foundation. While close donor involvement
with a foundation during its early years can provide unique direction
for the foundation’s activities and infuse spirit and enthusiasm into its
charitable endeavors, these effects tend to diminish with the passaie
of time, and are likely to disappear altogether with the donor’s death.
On the other hand, influence by a donor or his family presents oppor-
tunities for private advantage and public detriment which are too
subtle and refined for specific prohibitions to Erevent ; it provides no
assurance that the foundation will receive objective evaluation by
private parties who can terminate the organization if, after a reason-
able period of time, it has not proved itself; and it permits the develop-
ment of narrowness of view and inflexibility in foundation manage-
ment. Consequently, the Treasury Department recommends an
approach which would broaden the base of foundation management
after the first 25 years of the foundation’s life. Under this proposal,
the donor and related parties would not be permitted to constitute
more than 25 percent of the foundation’s governing body after the

m:l;l“l‘nis recommendation would not prevent foundations from borrowing money to carry on their exempt
ons,
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expiration of the prescribed period of time. Foundations which
have now been in existence for 25 years would be permitted to con-
tinue subject to substantial donor influence for a period of from 5 to 10
years from the present time.

III. AbopiTioNaL PROBLEMS

Review of the practices of private foundations and their contributors
discloses the existence of several problems which have less general
significance than those discussed in Part IT of the report. Part I11
of the report draws the following conclusions about these problems:

A. Gilts to private foundations of certain classes of unproductive
property shoui)d not be deductible until the foundation sells the
property, makes it productive, applies it to a charitable activity,
or transmits it to a charitable organization other than a private
foundation.

B. Charitable deductions for the contribution to private founda-
tions of section 306 stock (generally, preferred stock of a corporation
whose common stock is owned by the donor) and other assets should
be reduced by the amount of the ordinary income which the donor
would have realized if he had sold them.

C. Reforms of a technical nature should be made in certain estate
tax provisions which govern tax incidents of contributions to private
foundations.

D. A sanction less severe than the criminal penalty of existing law
should apply for the failure to file a return required of a private
foundation.

[ 4  J * * * * *

These Treasury Department proposals are based upon a recognition
that private foundations can and do make a major contribution to our
society. The proposals have been carefully devised to eliminate sub-
ordination of charitable interests to personal interests, to stimulate
the flow of foundation funds to active, useful programs, and to focus
the energies of foundation fiduciaries upon their philanthropic func-
tions. T%:e recommendations seek not only to end diversions, distrac-
tions, and abuses, but to stimulate and {oster the active pursuit of
charitable ends which the tax laws seek to encourage. Any restraints
which the proposals may impose on the flow oFe funds to private
foundations will be far outweighed by the benefits which will accrue to
charity from the removal of abuses and from the elimination of the
shadow which the existence of abuse now casts upon the private
foundation area.



PART 1. APPRAISAL OF PRIVATE FOUNDATIONS
The Internal Revenue Code provides ver{J significant preferential
S,

treatment for philanthropic organization ot only does it exempt
such organizations from income tax (a status they share with many
other nonprofit organizations), but it grants income, gift, and estate
tax deductions to persons contributing %unds to them. The allowance
of these deductions results in a very sizable reduction in tax revenues,
In 1963, for example, the charitable deductions claimed b individuals,
corporations, and estates diminished Federal revenues y a total of
approximately $2,800 million.

hile private foundations have, in general, received the same
favorable treatment accorded all philanthropic organizations, several
noteworthy qualifications have been made for them. In 1950 rules
concerning prohibited transactions (now secs. 503 and 681(b)) and
unreasonable accumulation of income (now secs. 504 and 681(c)) were
applied to foundations. In 1964, when Congress increased the general
limitation upon the amount of deductible charitable contributions
which individuals can make each year from 20 percent of adjusted
gross income to 30 percent, it excluded donations to private founda-
tions from the increase (continuing the 20 percent ceiling on .them).
At the same time, Congress placed special limitations upon the kinds of
foundations which can qualify to receive the unlimited charitable
contributions permitted to individuals in certain instances. The
limitations were designed, generally, to confine this privilege to founda-
tions which do not engage 1n financial transactions with their donors or
related parties, and which actively engage in charitable operations or
which pass funds on to active charities without undue delay. A third
differentiation between private foundations and other classes of
philanthropic organizations occurred in 1964 legislation: in initiating
a provision allowing individuals a 5-year carryover of charitable
contributions which, in a particular year, exceed deductible limits,
Congress did not extend this benefit to contributions made to
foundations.

The 1964 decisions by Congress restricting the favorable tax
treatment accorded private foundations represent a carefully con-
sidered balancing of the relative needs and values of foundations
against those of other kinds of charitable organizations. The Treas-
ury Department concurs in the judgment of Congress on these
matters; it should be allowed to stand. The vital present question is
whether or not additional restrictions are necessary.

To provide an informed response to this question, one must inquire
into several fundamental proll;lems. What are the values of private
philanthropy? Do private foundations contribute to them? If so,
what is the character of that contribution? Is it likely to be attended
by undesirable consequences? Are specific measures available to

! This total does not, of course, represent a net loss to the Government, Asis pointed out in greater detail
below, private charitable expenditures reduce the need for Government spending.

n
42-663—65—2
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forestall such consequences, or can they be dealt with only by
provisions of general scope?

A. PHILANTHROPIC VALUES AND PRIVATE FOUNDATIONS

The income tax deduction for individuals’ gifts to charity was
added to the law in 1917, at a time when income tax rates were being
raised to meet the expense of war. The addition was justified on the
ground that heavy income taxes might cause reductions in donations
to charity. Simil}:;r considerations subsequently led to the enactment
of gift and estate tax deductions for charitable transfers and the ex-
tension of the income tax deduction to corporations.

It is impossible accurately to assess the gain or loss in Government
funds resulting from the charitable deduction. We cannot know by
what amount charitable contributions would be reduced if there were
no tax deductions for them. Similarly, we cannot know what increase
in Government spending would be required to compensate for re-
duced charitable spending.

A more important imponderable exists—the distinctive value of
private philanthropy. Such philanthropy plays a special and vital
role in our society; Government serviees cannot provide a satisfactory
substitute. Relgious activity is perhaps unique, because Govern-
ment is constitutionally barred from undertaking it. Here, private
freedom of choice is the preeminent consideration. But in other fields,
too, Government is best restricted to a partial and, perhaps, minor
role. Research in some of the more controversial areas of the social
sciences is an example. Even with respect to activities in which
Government must take a major part today—such as education, social
security, relief and elimination of poverty—charitable organizations
may make vital and unique contributions.

Private philanthropic organizations can possess important charac-
teristics which modern government necessarily lacks. They may
be many-centered, free of administrative superstructure, subject to
the readily exercised control of individuals with widely diversified
views and interests. Such characteristics give these organizations
great opportunity to initiate thought and action, to experiment with
new and untried ventures, to dissent from prevailing attitudes, and to
act quickly and flexibly.” Precisely because they can be initiated and
controlled by a single person or a small group, they may evoke great
intensity of interest and dedication of energy. These values, in them-
selves, justify the tax exemptions and deductions which the law pro-
vides for philanthropic activity.

Private foundations play a significant part in the work of philan-
thropy. While the foundation is a relatively modern development,
its predecessor, the trust, has ancient vintage. Like its antecedent,
the foundation permits a donor to commit to special uses the funds
which he gives to charity. Rather than being compelled to choose
among the existing operating organizations, he can create a new fund,
with its own areas of interest and emphasis. His foundation may
encourage existing operating organizations to develop in new direc-
tions, or it may lead to the formation of new organizations. Even if
it does neither, it reflects the bents, the concerns, and the experience
of its creator; and it thereby increases the diversity of charitable works.
In these ways, foundations have enriched and strengthened the plural-
ism of our social order.
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Private foundations have also preserved fluidity and provided
impetus for change within the structure of American philanthro vy
Operating charitable organizations tend to establish and work within
defined patterns. The areas of their concern become fixed, their
goals set, their major efforts directed to the improvement of efficiency
and effectiveness within an accepted framework. Their funds are
typically consigned to definite—and growing—budgets. The assets
of private foundations, on the other hand, are frequently free of
commitment to specific operating programs or projects; and that
freedom permits foundations relative ease in the shift of their focus of
interest and their financial support from one charituble area to
another. New ventures can be assisted, new areas ex lored, new
concepts developed, new causes advanced. Because otp its unique
flexibility, then, the private foundation can constitute a powerful
instrument for_evolution, growth, and improvement in the shape
and direction of charity.

B. EVALUATION OF GENERAL CRITICISMS OF FOUNDATIONS

Several serious general criticisms have been leveled at the private
foundation. Some argue that the interposition of the foundation be-
tween the donor and active charitable pursuits entails undue delay in
the transmission of the benefits which society should derive from
charitable contributions. Others contend that foundations are coming
to constitute a dispmﬂortionately large share of our national economy
and hence, among other things, are %)iting deeply into our tax base.
Still others urge that foundations represent dangerous concentrations
of uncontrolled economic and socitxlp power. Such contentions have
led to proposals that a time limit be imposed on the life of private
foundations. :

The Treasury Department does not believe that a case for this pro-
posal has been made. Its investigation has indicated that most
private foundations act responsibly and contribute significantly to
the improvement of our society. Because of the very nature of their
activities and aims, precise judgment is impossible upon the extent
to which foundations have realized their potentialities for creative
and dynamic charitable works. It seems quite clear, however, that
their endeavors have been conducive to important advancements in
education, health, science, the arts, religion, and assistance to the
needy and unfortunate.

The argument that foundations can occasion unwarranted delay in
benefits to charity possesses considerable force; for, in particular situa-
tions, there have been avated instances of such delay. But the
appropriate solution wo:ﬁﬂppear to be a measure speciﬁcnfly designed
to deal directly with this problem—not a rule, like the proposal for
limiting foundation life, whose impact would extend well beyond the
boundaries of the problem itself. Part II-B of the report outlines a
recommendation framed to meet the specific exigencies of the delay
problem; and the Treasury Department believes that the measure
will prove adequate to its task.

The contention that foundation holdings have become an excessively
large part of the national economy in recent years finds little support
in the relevant data. Appendix A explores this matter in some detail.
While the available information is far from definitive, it suggests that,
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since 1950, foundation wealth has not grown appreciably faster than
other segments of the economy which have substantial investments
in common stocks. The existing restrictions on charitable deductions
for contributions to foundations would seem to provide a significant
restraint upon abnormal growth. Hence, there would appear to be
little present factual basis for the assertion that foundation lives
should be limited because foundation wealth has become dispropor-
tionate.

To be sure, the powers of foundations present potential dangers.
Many foundations have recognized that fact themselves. The larger
foundations have acknowledged and responded to their obligations
to the public. They have, in the main, established boards of inde-
pendent, disinterested trustees, and have attracted skilled professional
staffs. ;l‘hey have developed procedures which safeguard the inde-
pendence of their grantees. Quite generally, they have accepted—
and often encouraged—public scrutiny of their operations. Undoubt-
edly there have been individual instances of questionable expenditure;
but, upon the whole, the record of foundation disbursements is one of
solid accomplishment.

Serious abuses do exist among a minority of private foundations,
and they require correction and restraint. They interfere with the
application of the funds of some foundations to their proper charitable
purgoses. Since the Federal tax laws have played a significant part
in the growth of foundations, an unavoidable responsibility rests upon
the Federal Government to do what it reasonably can to insure that
these organizations operate in a manner conducive to the fulfillment
of their purposes. The Treasury Department does not, however,
recommend that any separate Federal regulatory agency be created to
supervise foundations. Rather, the Department is of the view that
tlﬁe effort should be made to frame the tax laws themselves to curb
abuses.

Succeeding Parts of thi- report analyze the character of the abuses
which have arisen and recommend remedies for them. The Treasury
Department believes that vigorous and fully effective action can and
should be taken to end these abuses. It considers such action to be
preferable to measures of broader scope and more fundamental impact,
such as some limitation upon the lives of all private foundations.



PART II. MAJOR PROBLEMS

A. SELF-DEALING
(1) The existing situation

Existing law does not prohibit donor-foundation transactions. As
a result, it is presently possible for a donor to enter into a number of
transactions with a foundation to which he has made substantial con-
tributions. For example, he may borrow the foundation’s funds or
have the foundation lend its funds to a business which he controls,
He may have the foundation use its liquid assets to purchase either
his property or property owned by others which he wishes to kee
from being acqmredp by competitors or other unfriendly parties. He
may have his foundation rent its property to him. He may purchase’
the foundation’s assets.

The lack of a prohibition upon donor-foundation transactions has
led some donors to believe that although the foundation has legal title
to assets which they have contributeg, such assets still “belong” to
them. Such a donor often thinks of a foundation as “his” foundation
and feels free to engage in any transaction with it that does not shock
the conscience——ang even some that do. This same belief may be
shared by some foundation officials who do not object when the donor
wishes to engage in financial transacticns with “his” own foundation.
These officials apparently feel that the foundation’s funds belong to
the donor and should be handled in the manner which the donor wis%m,
rather than in the manner which would benefit the public.

(2) Consequences of existing situation

The ability of a donor to deal with his foundation has several
undesirable consequences. First, the donor’s knowledge that he may
call upon his foundation’s assets for his personal Furposes will often
affect the exercise of his discretion as an official of the foundation in
determining how much of the foundation’s income and corpus should
be distributed to charity on a current basis. The extent to which
the failure of some private foundations to distribute their entire
income to public charities is traceable to the desires of their trustees
to have funds available for the needs of the donor is unascertainable,
However, it is likely that it is not an unimportant consideration in
some cases, :

Second, transactions between a donor and his foundation often
provide subtle private advantages to the donor. For example, even
if & donor who borrows the foundation’s funds is willing to pay the
same rate of interest'and to provide the same security as would be
required by a bank, he usually can be sure that the foundation would
not request a detailed financial statement or ask the personal and
often embarrassing questions, such as the use to which the funds will
be d;l)ut, that are usually asked when one borrows from & bank. In
addition, it is likely that the foundation will always be willing to lend
its funds to the donor and process the donor’s “loan application”
without any of the delay which might take place if the donor were to

15
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borrow from a bank. Thus existing law can provide a donor with a
certain source of capital upon which he can call in time of need.
Furthermore, the foundation might be more willing to withhold
collection of the loan at its maturity—especially if it would embarrass
the donor—than would be the case if the loan were made by a bank
whose obligation to protect its depositors and shareholders would
not permit an extension merely to accommodate the borrower. While
all of these advantages are intangible, they do provide the donor who
{)akesﬁ advantage of the opportunity with a substantial and valuable
enefit.

Third, the knowledge that his foundation can be used as a source
of capital—even at tﬁe revailing interest rates—can influence the
decisions of the donor in his capacity as an official of the foundation
as to the assets which the foundation should hold in its portfolio. A
donor who thinks that he may want to call upon his foundation for
funds at some future date may have the foundation keep its funds in a
form readily convertible into cash so as to be immediately available
for his use, rather than placed in an investment which would be more
appropriate for the production of income, but which would not be
readily convertible into the liquid funds which the donor may need.
Such action would, in many cases, decrease the amount of income
which the foundation would be able to expend for charitable purposes.

Fourth, the ability of a donor to engage in financial transactions
with his foundation results in discrimination between taxpayers.
For example, if taxpayer A wants to make his funds available to his
business he must do so out of after-tax dollars. However, if taxpayer
B, who has established a private foundation, wishes to do the same
thing he may “donate” cash (or appreciated property) to his founda-
tion and have the foundation immediately lend the “contribution” to
B’s business. Assuming that B is in the 50-percent bracket, he can
place twice as much cash at the disposal of his business as A, even
though both have decreased their disposable funds by the same
amount. It is true that the amount borrowed by the B company will
have to be paid to the B foundation and not to B. However, th.e
present value to B of being able to put twice as much capital into his
business than would otherwise be possible may often exceed the value
of the right to collect the debt at some time in the future. Similarly,
taxpayer C cannot claim as a deduction an amount which he has
pledged to his favorite charity, even though the pledge may be en-
forceable by the charity. On the other hand, taxpayer D, who has
established a private foundation, can “contribute” the same amount
to his foundation and then borrow the “contribution” from the
foundation. Under these facts D could deduct the contribution but
C could not, even though in both cases charity has received the same
thing—an obligation of the donor. .

Finally, the ability of donors to engage in financial transactions
with their foundations is adversely affecting taxpayer morale. Many
feel that allowing contributions to a foundation to be deductible in
situations in which the donor has not irrevocably parted with the
“‘donated” property is improper. The belief is becoming more wide-
spread that the creation of a private foundation is a tax dodge used
by some taxpayers to obtain tax advantages, much as expense account
living was regarded. Under our self-assessment tax system it is
important that the public have confidence in the fact that every tax-
payer is paying his fair share of the cost of government.
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(3) Prior attempt to solve problem—1950 legislation ,

The abuses which may exist where a donor is able to enter into finan-
cial transactions with his private foundation were recognized by the
House of Representatives in 1950. In that year the Ways and Means
Committee approved, and the House adopted, a provision which,

enerally, would have prohibited foundations from entering into
gnanci transactions with (1) its contributors, (2) its officers, direc-
tors, and trustees, and (3) certain parties related to its contributors,
officers, directors, and trustees.

The Senate Finance Committee, after considering this problem,
agreed that there were abuses under the law as it had existed prior
to the Revenue Act of 1950. However, the committee believed that
the abuses could be prevented without prohibiting transactions which
are at arm’s length. Therefore, the Finance Committee approved,
and the Senate adopted, a provision which would only prohibit a
foundation from—

(1) lending any part of its income or corpus without receipt
of adequate security and a reasorable rate of interest;

(2) paying any compensation in excess clgf a reasonable allow-
ance for salaries or other compensation for personal servites
actually rendered;

5 (3) making any part of its services available on a preferential
asis;

(4) making any substantial purchase of securities or any other
pmpgrt,y for more than adequate consideration in money or money’s
worth;

(8) selling any substantial part of its securities or oiher property
fordless than adequate consideration in money or money’s worth;
an

(6) engaging in any other transaction which results in a
substantial diversion of its income or corpus.

These prohibitions applied only to transactions between a foundation
and its donor (and certain related parties); they were not made
applicable to transactions between a foundation and its officers,
directors, or trustees.

In conference, the Senate version was adopted. The rules adopted
in 1950 can presently be found in sections 503 and 681 of the Internal
Revenue Code.

It is now almost 15 years since the enactment of the Revenue
Act of 1950. At this time, it is appropriate—indeed necessary—to
reexamine the action taken in 1950.

(4) Evaluation of existing law
A careful study of the self-dealing transactions which take place
under existing law indicates that the 1950 legislation—which only
rohibits donor-foundation transactions which violate an arm’s
ength standard—provides unsatisfactory results.
en a person 1s asked to represent two conflicting interests in "the
same transaction it is likely that he will, consciously or unconsciously,
favor one side over the other. Where one of the interests involved is
his own, and if his action will not be questioned by a charitable
beneficiary, it is likely that the donor will resolve all close questions
in his own favor. For example, it is likely that a donor would be
willing to give himself the benefit of the doubt as to “reagonableness”
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of the interest and “adequacy” of the security provided for in donor-
foundation loans. Anglo-American trust law has long recognized the
impossibility of insuring that a trustee who is permitted to deal with
himself will act fairly to the trust. As a rosult, the courts have
refused to inquire as to the fairness of dealings between a trustee and
a trust and have generally barred such transactions.

Because of the potential private benefit which may result from
self-dealing, it is imperative that the Internai “.cvenue Service
examine such transactions in detail in order to deiermine whether
there has been a violation of the existing rules. However, such
examinations require the skill of highly trained revenue agents and
are both time consuming and expensive. The Internal Revenue
Service has estimated that the “cost” (both direct costs and the amount
of revenue which would be produced if the agent were free to spend his
time on matters involving the collection of taxes) of 1 man-year of
an experienced revenue agent’s time exceeds $320,000.

Much of the Service’s problem in policing self-dealing transactions
is traceable to concepts such as “reasonableness” and “adequacy” and
measures such as “substantial” which are contained in the existing
self-dealing rules. The administrative problems created by the use
of such terms are severe in the foundation area. This is largely
attributable to the fact that often no one is looking over the shoulder
of the trustee of a private foundation to make sure that the trans-
action is, in fact, at arm’s length, Indeed, the “arms” involved may
both belong to the same person who is both donor and trustee. More-
over, the possibility of arranging transactions with a foundation to
suit the needs of the donor are more numerous than in other areas.
For example, if a donor wishes to obtain the use of the foundation’s
funds at 8 minimum cost he will arrange for the loan to bear a low
rate of interest. On the other hand, if a donor wishes to make a
deductible contribution to his foundation which is in excess of the
g:;erally applicable percentage limitation, it would be possible for

im to set & high rate of interest. ;

The following examples indicate the types of self-dealing cases
which are being entered into and the difficulty which the Internal
Revenue Service has in applying the arm’s length test contained in
existing law:

Ezample 1.—The A foundation made a loan to a business cor-
poration controlled by its donor. The security for the loan con-
sisted of an oral promise made by the donor as an officer of the
corporation to execute a mortgage on certain of the real property
owned by the corporation, but only if the foundation requested
such a mortgage. The foundation, however, never requested
the donor’s corporation to execute such a mortgage. The
Internal Revenue Service challenged the exemption of the founda-
tion on the grounds that the organization had made a loan without
the receipt of “adequate” security. The Service argued that if
the corporation were to become insolvent, the foundation, with
only an unrecorded promise to execute a mortgage in the future,
would be in the same position as any other unsecured creditor.
However, the court, although recognizing that the security in-
terest of the foundation would be ineffective if the corporation
disposed of the real property, felt that a mere ?romise to execute
a mortgage in the future constituted “adequate” security. Thus,
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the foundation’s exemption was upheld. William Clay, Jr.
Foundation v. United gtales (64-2 USTC 9 9650 (N.D. Tex.
1964) (CCH).

Erample 2—The B foundation was able to make 12 loans
totaling over $200,000 to the donor, his relatives, and corpora-
tions controlled by the donor without losing its exempt status.
Griswold v. Commssioner 39 T.C. 620 (1962).

Erample 3.—The donor contributed $65,000 to the C founda-
tion. These funds were immediately lent to a corporation owned
by the donor. Thus, the donor was able to claim an immediate
deduction for funds which were invested in his business.

Example 4—The D foundation lent a substantial portion of
its cash to its donor on negotinble demand notes bearing interest
at 5% percent. The collateral for this loan was common stock in
one of the donor’s closely held corporations. The examinin
agent stated that the donor was using the foundation “as a ban
or checking account.”

Erample 5—The E foundation, during the 5-year period 1955-
59, made 29 loans to its donor. These loans, totaling approxi-
mately $145,000, ba:e interest at the rate of 4 percent and were
secured by stock in a closely held corporation. Although each
of these loans were repaid by the end of the foundation’s account-
ing period, some of tEe funds were “relent” to the donor in the
opening days of the following year. Since there were no open
loans as of the last day of tie foundation’s accounting period,
the presence of such louns was not disclosed by its balance sheet.

Ezample 6.—The donor to the F foundation organized a sepa-
rate corporation for the purpose of manufacturing an article on
which he owned the patent. He borrowed money from a bank,
lent it to the corporation, and received secured promissory notes
as evidence of the debt. Shortly thereafter, the donor contributed
(and deducted) certain of these notes—amounting to $27,500—
to the foundation. The corporation subsequently abandoned the
attempt to manufacture the patented article and the notes became
worthless. This transaction permitted the taxpayer to obtain a
large contribution deduction for what was essentially “risk capi-
tal” for his new business. If the corporation had proved to be
successful, the donor, as its stockholder, would have benefited
from the additional capital which was made available. However,
since the corporation did not prove to be successful, it was only
the charity tﬁat suffered—the donor had already obtained a de-
duction for his gift of the corporation’s notes.

Ezample 7.—A donor contributed real estate to the G founda-
tion. Shortly thereafter the foundation leased these properties
back to the donor for rentals of approximately $10,000 and
$12,000 for 1960 and 1961, respectively. The donor then sublet
these properties to third parties for approximately $12,000 and
$20,000 for 1960 and 1961, respectively. The donor alleged that
the gain which he received was attributable to management
services which he performed.

Erample 8.—The H foundation received approximately
$400,000 in deductible contributions from the owners of a retail
and wholesale grocery concern. The foundation distributed a
small portion of these contributions to operating charitable
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organizations. The remainder of the contributions were used
to construct buildings which were leased to the donors’ retail
grocery.

Ezample 9.—In 1950 the corporate donor to the I foundation
purchased land adjacent to its property for future plant expan-
sion. In 1951 the company donated to the foundation the por-
tion of this land which it did not need in the near future. This
gave the company a deduction of approximately $10,000. Some
11 years later, consistent with the company’s expansion plans
the property was sold back to the company for an amount equai
to approximately $900 more than tlge amount claimed as a
contribution.

Ezample 10.—The J foundatwon purchased 20,000 shares of
common stock in a publicly held corporation from its donor at
$20 per share. On the date of the sale, the stock traded on the
New York Stock Exchange at $18 per share. However, because
of the number of shares involved and the fact that four brokerage
houses stated that $20 per share was not more than adequate
consideration, a violation of the arm’s-length standard could not
be proved.

zample 11.—The K foundation received gifts of “‘blue chip”
stocks valued at $1.2 million from its principal donor. Im-
mediately after receipt the securities were sold by the foundation
and all but uEpro.\:imutely $50,000 of the proceeds were used to
purchase stock in a closely held corporation from members of the
donor’s family.

Ezample 12.—The L foundation received stock in a family
corporation which was subject to u 10-year option exercisable
by the donor’s children to repurchase the stock. At the time
o{ the gift the stock was wort‘)n approximately $500,000 and the
option ;f)rice was approximately $700,000. Six years later the
value of stock had risen to approximately $5,500,000 and the
donor’s children exercised their right to purchase the stock for
$700,000. The use of a repurchase option permitted the donor
to divert any substantial appreciation in the value of the donated
asset to private parties. Since the foundation could not have
received more than $700,000 for the stock, the retention of the
stock—in order to accommodate the donor’s children—tied up
its funds and prevented it from investing in assets which might
provide more income for charity. The foundation, at the same
time, bore the risk of loss on the stock.

Under existing law, some of these transactions may jeopardize the
deductibility of the donor’s contribution or the foundation’s exemption.
Others have received the approval of the courts. However even with
respect to those which are not permitted under existing law, the
problems of obtaining all of the facts surrounding these transactions
often make it extremely difficult, if not impossible, for the Internal
Revenue Service to administer the existing law in a manner which
prevents foundations from engaging in self-dealing transactions pro-
viding a special benefit to the donor at the expense of charity.
Presumably the only justification for continuing to pay the high
cost of a rigorous enforcement program which the existing self-dealing
rules require would be that charity benefits from allowing a donor to
deal with “his” foundation and that this benefit isfso substantial and



TREASURY DEPARTMENT REPORT ON PRIVATE FOUNDATIONS 21

important that it warrants the high cost of administering existing law.
However, after a careful review of this subject, it is clear that while
there may be a few isolated cases in which charity does benefit by
allowing a foundation to enter into financial transactions with its
contributors, the benefit which may accrue to charity from such
transactions is far outweighed by the inherent potential for private
benefit (with a corresponding loss to charity), by the cost of enforcin
an arm’s-length standard, and by the damage to the confidence of a
taxpayers in the fairness of the tax laws.

(8) Possible solution

Since examination of this area has revealed that the public does
not receive an over-all benefit from allowing a donor to deal with his
private foundation, it is recommended that a general prohibition on
self-dealing be adopted, applicable to future transactions. This rule
would not only eliminate the undue burden of administering an arm’s-
length test but would also eliminate the potential for abuse which
exists under present law. It would also be desirable from the stand-
point of over-all tax policy since it would eliminate the ability of a
person who presently enters into financial transactions with his
private foundation to obtain an immediate charitable deduction
without fully parting with his property.

Moreover, such a rule would eliminate the undesirable influences
which the ability to engage in self-dealing may have upon a foun-
dation’s charitable activitics. Such a prohibition would be consistent
with the long-established nontax law which bans all self-dealing
between a trustee and the trust with respect to which it is a fiduciary.
Such a rule would also be consistent with the trend of tax provisions
enacted by the Congress since 1950 relating to exempt organizations.!

More specifically, it is recommended that private foundations be
prohibited from engaging in any transaction with a donor or parties
related to the donor involving the transfer or use of the foundation’s
assets.? Illustrative of the self-dealing transactions which a private
foundation would be prohibited from entering into under this general
rule (though the rule would not be limited to these transactions)
would be—

(1) lending any part of its income or corpus to;

(2) paying compensation (other than reasonable compensation
for personal services actually rendered) to;

(3) making any of its services availuble on a preferential basis

’

! In 1962 the Congress, concerned with the possibility of self-dealing in the case of pension trusts established
by selfemployed taxpayers, placed a general prohibition on self-dealing between the self-employed person
and his fon trust. Brie { this provision prevented such a trust from—

E lending any part of its income or corpus to;
2) paying any compensation for personal services to;
selling any of its property to: and
4) acquiring any pmpeng for the trust (rom—
a sellemployed person covered by the trust or certain parties connected with such persons (sec. 51(j)).

The Revenue Act of 1964 also imposed a general prohibition on sel(-dealing transactions in the case of

“d‘:t i{;)nundatloui cligible to receive *“‘unlimited contributions.” Under these rules such a private
may not—

y
lend any part of its income or corpus to;
2) purchase more than a minimal amount of property from; or

sell roore than a minimal amount of property to—
the donor and certain parties connected with the donor (sec. 170(g)(4)).

! The definition of a private foundation should include a trust which makes distributions to charitable
and noncharitable parties. The absolute dgmhlbiuon on donor-foundation transactions would not, of
ocourse, prevent such a trust from making distributious to the donor or members of his family which are
mqnlm(!) undaer the terms of the trust instrument.
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(4) purchasing or leasing its property from; and
(5) selling or leasing its property to—

the donor and certain parties who are so closely connected with the
foundation as to lead to potential abuse. Indirect transactions,
such as a loan by the donor to a corporation which he controls—
followed by a gift of the corporation’s note to the foundation, would
also be prohibited.

A permissible exception to this rule would allow a foundation to
purchase incidental supplies from the donor or business organizations
with which he may be connected. Thjs would, for example, allow a
foundation to purchase its office supplies from a stationery concern
owned by a contributor.

A second exception which may be appropriate would permit the
donor and certain donor-related parties to purchase at fair market
value those assets which the foundation would be required to dispose
of under the recommendations set forth in subsequent portions of this
report.

he only other exception which should be made would allow a
donor to make an interest-free loan to a foundation if such a loan were
to be used for bona fide charitable purposes. Such a transaction
would not appear to raise a danger of abuse.

The desimﬁility of permitting a foundation to purchase property
from a donor where the market value of the property can cﬁmr y be
established and the purchase price is substantially less than such
market value has been considered. Such an exception, however,
would be unwise. First, it would encourage a donor to sell appre-
ciated property to a foundation for an amount equal to his cost and
claim as a charitable contribution the difference between his cost
and market value. Such transactions, commonly referred to as
“bargain sales,” allow a donor to contribute only the portion of the
value of the property which represents unrealized (and untaxed)
a})precintim and to obtain cash equal to his cost without the imposition
of any tax on the untaxed appreciation. Such transactions give
unusual benefits to the donor and, at least in the area of private
foundations, should not be encouraged. Second, and perhaps more
important, it is not always possible to distinguish between property
whose value can bé readily ascertained and property whose value it
is difficult to ascertain. Such a rule, therefore, would be difficult to
administer. Furthermore, a distinction between stocks which are
traded on a stock exchange or in an over-the-counter market and
stocks which are not, as such a rule would probably entail, would
introduce a discriminatory feature into the law of private foundations.
For these reasons the exception would not be desirable.

To make these suggested rules fully effective, the existing defini-
tion of parties who are considered to be related to the donor should
be expanded somewhat to include corporations in which the donor and
the members of his family own 20 percent or more of the stock.
Directors, officers, and persons who hold 20 percent or more of the
stock of a corporation which is a substantial contributor to a founda-
tion should also be considered donor-related parties. This would,
in effect, prevent a company foundation from lending its funds to an
officer of its major contributor. In addition, a donor to a private
foundation should not be permitted to enter into financial transactions
with a business corporation which the foundation controls. Thus, if
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a foundation owns a building, the donor should not be able to avoid
the self-dealing rules by having the foundation place the building in
a separate corporation which would then rent the uilding to the donor.
Furthermore, this prohibition of financial transactions should be
applied with respect to officials (directors, officers, trustees, ete.) of
tl?e foundation and parties who are related to such officials.

The imposition of a general prohibition of self-dealin , to be applied
only to future transactions, would eliminate an undu y burdensome
portion of the Internal Revenue Service's responsibility in auditing

rivate foundations. Such a general prohibition would avoid the
Invitation to abuse now inherent in the present permissive standards
and, coupled with strict sanctions for filin r false information returns,
would tend to be self-policing. Final y, the lessening of the
opportunity to use charitable funds for personal purposes should
speed the flow of funds into the charitable stream. ‘

These suggested rules would introduce into the tax law the concept
which is fundamental to the law of private trusts: it is better to
forbid self-dealing and to strike down als) such transactions rather than
to attempt to separate those transactions which are harmful from
those which are not by permitting a fiducia (as is the donor when
he is dealing with charitable fungs) to justify his representation of
two interests.

Fr.in the standpoint of society as a whole, little if anything would
be lost if a general ban upon self-dealing were adopted and much
would be gained. A private foundation, especially if it is in corporate
form, is usually not Timited to the “legal list” from which trustees
must choose their investments. Since a foundation ma choose from
a wide range of possible investments, it is not necessary for it to invest
in the business of its donor, or to lend him any money. Similarly, a
party who engages in transactions with the foundation on a truly
arm’s-length basis could, by definition, engage in the same transac-
tions, on the same terms, with strangers,

Accordingly, there appears to be no sound resson to allow donor-
private founJation transactions. ‘The imposition of a general prohibi-
tion of self-dealin properly limits the deduction for charitable
donations to only those situations in which the donor has completely
parted with the donated property and thus has committed it without
reservation to charitable purposes.

B. DELAY IN BENEFIT TO CHARITY
(1) Introduction

Under existing law an immediate deduction is allowed for gifts to
both operating * and nonoperating private foundations. In the case
of contributions to operating foundations, an immediate deduction is
considered appropriate because the funds generally find their way
into the charitable stream within a short period after they are received
by the foundation. Thus the delay between the loss of tax revenue
and the benefit which accrues to the public from having an equivalent
amount of funds devoted to an active charitable program is often not
substantial.

3 The Revenue Act of 1064 contains special rules for “unlimited gifts"’ to private operating foundations
For the purpose of such rules a private o ting foundation is defined as a vately supported organization
which has substantially more than one-half of its assets directly devoted to active charitable activities (sec.
170(g)(2)(B)). Such an organisation must also expend substantially all of its income for charitable purposes
on a current basis. This definition could also be used to distinguish between operating and nonoperating
private foundations for purposes of this section.
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Contributions to nonoperating foundations, however, are often
neither devoted to an active charitable program nor distributed to
operating charities. Instead, such contributions are often retained
by the foundation as principal, to be used to generate income which
is to be distributed to operating charities as it is received. In such
cases there is usually a significant lag between the time of the con-
tribution, with its immediate effect upon tax revenues, and the time
when the public benefits by having an equivalent amount of funds
devoted to charitable activities.* Many assert that the value of hav-
ing a source of uncommitted funds which can easily move from one
charitable area to another outweighs this delay. Under this approach
it is sufficient if the private nonoperating foundation invests the con-
tributions which it receives in assets which generate a reasonable
amount of income and distributes such income to operating charities
on a reasonably current basis.

Where, however, a nonoperating foundation invests its funds in
assets which do not generate a reasonable amount of current income
or retains the income generated by its investments (except for situa-
tions in which income is accumulated for a specific cbaritnll))le urpose),
the justification for the present treatment does not apply. In such a
case the need for corrective action is evident.

While the causes of undesirable delay in benefit to charity are
closely related, they can be more easily identified if they are examined
separately. Therefore, this section of the Report will first consider
whether existing law relating to the withhording from charity by
private nonoperating foundations of their current realized income is
adequate. The discussion will then proceed to a consideration of the
desirability of rules which would deal with situations in which the
managers of a private nonoperating foundation inwest the founda-
tion’s funds in non-income-producing assets.

(8) 1960 legislation—ezxisiing law

The undesirable delay in benefit to the public which results when a
private nonoperating foundation is permitted to retain a substantial
portion of its current income was recognized by the Congress when it
enacted the Revenue Act of 1950. In considering the problems which
arise when a foundation is permitted to retain its income, the Ways
and Means Committee expressed its view that—
the tax-exemption pri\;ilegos with respect to investment income should be re-
stricted to that portion of the income which [foundations] demonstrate that they
are using to fulfill their charitable, etc., purposes by actual distribution to charity
as the income is received by them (If. Rept. 2319, 81st Cong., 40 (1950), 1950-
2 Cum. Bull. 411).

The House in 1950 believed that the ability to accumulate income
often delays the time when charity and hence the public can receive
the benefits which preferential tax treatment is intended to foster.
To eliminate this delay, the House version of the Revenue Act of 1950
would have generally taxed the portion of an exempt organization’s
investment income (excluding capital gains) which the organization
did not currently distribute for the charitable purpose for which it
was granted an exemption. One exception to this general rule would

¢ The delay in benefit to charity which is inherent where the contributed funds are retained as prlndrnl
has led to suggestions that since charity must wait for its benefit, the donor's benefit—the tax deduction
for the amounts which be contributed to the foundation—should also be delayed. The adoption of this
proposal, which would generally require a privato nonopersting foundation to expend its principal, is not
recommended by the Treasury Bewt.ment.
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have permitted tax-free accumulations of current income to the extent
such accomulations were placed into special 5-year trusts which spec-
ified the purpose for which the accumulated unds were to be used.
Another exception would have allowed a tax-free accumulation equal
to 1 year’s investment income.

The Senate, although recognizing that some organizations had
abused the privilege of tax exemption by accumulating large amounts
of income, rejected the direct tax on accumulations favored by the
House. Instead it adopted a rule requiring that information dis-
closini the extent of an exempt organization’s accumulations be made
available to the public.

In conference, the present rules were adopted as a compromise.
These rules, which are now contained in sections 504 and 681 of the
code, provide that exempt status shall be denied to an otherwise
qualifying organization for the year that its accumulated income is—

(1) unreasonable in amount or duration,
(2) used to a substantial degree for purposes other than those
constituting the basis for the organization’s exemption, or
(3) invested in such a manner as to Jjeopardize the carrying
out of the function constituting the basis for the organization’s
exemption.
The regulations imlplementing these provisions generally exclude a
foundation’s capita ]gains in determining whether its accumulated
income is unreasonable.
(3) Evaluation of existing law

Fourteen years of experience have indicated that in this context
standards such as “unreasonable,” “substantial,” and ‘“‘jeopardize”
are inadequate as well as difficult and expensive to administer. The
lack of definite rules leads to uncertainty, not only in the minds of
those charged with the responsibility of administering this provi-
sion, butufﬁso in the minds of foundation managers wﬁo are aware
that departure from the uncertain path of “reasonable” accumulations
may result in loss of exemption,

he difficulty in administering current law can be illustrated by a
recent Tax Court case in whicﬁ a foundation with a net worth of
approximately $1,000 purchased a 34-ncre tract of industrial real
property for $1.15 million. This purchase was financed with advance
rentals of $154,000 received from a lesses and by loans of $1 million.
Since the foundation used approximately 80 percent of its income for
the 5 years following the purchase of the property to retire its debt,
the Service revoked the foundation’s exemption ru ing on the grounds
of an “‘unreasonable” accumulation, However, the Service’s revoca-
tion was reversed by the court which held that the accumulation was
neither “unreasonable in amount or duration” nor used to any “sub-
stantial degree for purposes or functions other than those constituting
the basis for such orgarization’s exemption.” Shiffman v. Commis-
sioner, 32 T.C. 1073 (1959).

Another litigated case involved a foundation which was established
to provide pensions to the employees of an investment company in
which the donor was a minority shareholder. If the income generated
by the donated assets would have been used to provide an immediate
benefit to eligible employees, payments of approximately $15 per
month could have been provided. To increase the benefits to $60
per month, the trustees decided to retain and add to corpus the income
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fenerated by the foundation’s assets during a 10-year period. The
nternal Revenue Service contended that such an ‘accumulation was
unreasonable. A Federal district court, however, felt that the
accumulation of income for the purpose of increasing the amount of
income which could be distributed for exempt purposes in the future
did not constitute an unreasonable accumulation. ~Truscott v. United
States, 58-1 USTC 19515 (E.D. Pa. 1958) (CCH). The reasoning
of the court’s decision has been interpreted by some as sanctioning a
10-year accumulation of income merely to increase the size o? a
foundation’s corpus.

These court decisions, in effect, tend to frustrate the present ban
on ‘“‘unreasonable” accumulations except in the most blatant cases.
They also indicate that existing law does not provide the results
intended by Congress in 1950.

The survey of tax-exempt foundations recently completed by the
Treasury Department indicated that in 1962 approximately one-fourth
of all private foundations did not expend for charitable purposes an
amount equal to their net ordinary income. For example, the A
foundation accumulated virtually uﬁ of its 1962 net ordinary income
of approximately $600,000. The B foundation accumulated virtually
all of its 1962 net ordinary income of $2 million. The C foundation
accumulated ap roximatelvy $900,000 of its 1962 net ordinary income
of approximately $1.6 million. The D foundation accumulated
approximately $1.3 million of its 1962 net ordinary income of approx-
imately $2.5 million. The retention of income in situations such as
these deprives the public of the benefit expected in exchange for the
amount of current tax revenue which has been given up; namely, the
expectation that an offsetting current charitable benefit would be
provided by the foundation.

(4) Possible solution

(@) Distribution of realized income.—Because of the inadequacy of
existing law and the Service’s difficulty in administering the present
permissive rules, it would be appropriate to adopt a rule which would
%ive both taxpayers and the Service workable objective standards.

t is therefore recommended that all private nonoperating foundations
be required to distribute all of their current net income on & reason-
ably current basis. . Such a requirement would insure that the inter-
position of a private nonoperating foundation between the donor and
charitable activities will not result in undue delay in the transmission
of benefits to their charitable destination.

Under this proposal a private nonoperating foundation would
generall{ be required to expend the full amount of its current net
income by the end of the year following the year such income is re-
ceived. ¥‘or this purpose income w.uld include investment income
such as rents, interest, dividends and short-term capital gains. ®
Long-term capital gains (including capital gain dividends paid by
regulated investment companies) and contributions receive by the
foundation would not have to be distributed on a current basis. = The
purposes for which the income would have to be expended would be
(1) contributions to publicly supported charitable organizations,

§ For these purposes net ordinary income was defined as total income (excluding capital gains) less expenses
Incurred in earning such income.

¢ Net income would be total income after deduction of expenses of earning such income. Current opera-
ting expenses would be treated as a current expenditure for charitable purposes.
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(2) contributions to privately supported operating organizations (but
not privately sup;{)orted nonoperating organizations), (3) direct expend-
itures for charitable programs, and (4) purchases of assets which the
foundation uses as part of its grogram of charitable activities.

This proposal is illustrated by the following example: In 1966 the
X foundation received dividend and interest income of $100,000,
realized a long-term capital gain of $50,000 and received contributions
of $25,000. The foundation would be required to expend $100,000
for the purposes escribed in the preceding paragraph. This expendi-
ture could be made in 1966 or 1967, or part 1n each year. However, if
all or a part of the expenditure is made in 1967, such expenditure could
not be treated as satisfying the expenditure requirement for that year.
Thus, if the foundation made no distributions in 1966 but expended
$100,000 in 1967, such expenditure could not be used to satisfy the
expenditure requirement for both 1966 and 1967. Assuming that the
foundation received investment income of $110,000 in 1967, the
foundation would have to expend an additional $110,000 (making a
total of $210,000) in 1967 or $100,000 in 1967 and $110,000 in 1968.

The allowance to private nono erating foundations of an additional
year after receiving income in which to make the necessary expendi-
tures will permit such foundations to budget their expenditures and
to investigate various uses for their funds before having to make the
required outlays.

egl‘wo exceptions to this rule seem desirable. The first would allow
a foundation to treat as an expenditure amounts which are set aside
for a definite charitable purpose which the organization must identify
at the time the funds are set aside, provided the purpose requires
accumulation by the foundation for its accomplishment rather than,
for example, by the intended charitable recipient. Such earmarked
funds, however, would have to be actually expended within a specific
period—such as 5 years—with an extension to be granted if the
organization can demonstrate good cause.

A second exception would allow a private nono erating foundation
to accumulate its income to the extent that it had, during a prior
specified period—such as 5 years—expended amounts in excess of its
income for such period. _This exception, which would act as an averag-
ing mechanism, would allow a foundation to make an immediate gift to
an operating charity out of corpus and recoup its expenditure out of
future earnings. In an appropriate case, both exceptions could be
combined.

A requirement that all private nonoperating foundations distribute
their income on a reasonably current basis would be consistent with
those provisions in the Revenue Act of 1964 relating to private non-
operating foundations which can receive unlimited contributions, ?
Such a rule would not require most foundations to change their
existing distribution patterns. As noted above, approximately
three-fourths of all foundations would have met the requirement
suggested above in 1962. Some of the remaining one-fourth would
have met the test if they were allowed to treat earmarked aceumula-

42-663—65——3
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tions and charitable expenditures made in 1963 as distributions made
in respect of 1962, as would be permitted under the recommendation
discussed above. Of those who would not have met the requirement,
many would have had to increase their charitable expenditures only
by relatively small amounts. While this recommendation, therefore
would not affect the vast majority of foundations, its adoption would
prevent extreme accumulation situations (unless they involved the
exceptions noted above) such as those described earlier in this section.
(0) Income equivalent.—The ability of foundation directors to with-
hold current charitable benefits from the public mereiy to build a
larger fund of capital—even though the purpose of the accumulation
is to increase the amount of income whic{: the foundation will receive
(and distribute to charity) at some date in the future—constitutes an
abuse. The recommendation described above is designed to eliminate
this abuse when it takes the form of a direct accumulation—the
building up of corpus out of retained interest, rents, dividends, and
so forth. However, that recommendation in itself will not prevent
foundation officials from engaging in indirect accumulations—the
building up of a foundation’s capital by investing in or retaining assets
such as unimproved real estate, growth stocks and other assets which
may not generate substantial amounts of current income but which
often compensate for the forbearance of current income in the form
of future capital apprecintion.® The ability to increase the size of a
nonoperating foundation’s corpus by withholding a current benefit
from the public is ns much an abusa when it takes the form of an
indirect accumulation ns when it takes the form of a direct accumula-
tion. In order to eliminate the problems in this area, therefore, it is
also necessary to prevent indirect accumulations.
To insure that all private nonoperating foundations provide at least
a minimum current benefit to charity it is recommended that there be
established a “floor” below which the current benefits provided by
the foundation to the public would not be permitted to dr(?). Such an
approach could provide that if a private nonoperating foundation’s
income, and therefore its required payment to charity under the direct-
accumulation proposal, falls below a specified percentage of the value
of its holdings, the foundation would have to pay to charity, from its
corpus, an amount which would approximate the income which it
would have received had it invested its funds in the type of assets
held by comparable organizations. If the foundation’s current in-
come (and therefore the amount required to be distributed to charity)
exceeded this income equivalent, no distributions out of corpus would
be required. ‘Thus, the combination of the direct accumulation and
the indirect-accumulation proposals would generally require a private
nonoperating foundation to currently distribute its actual ordinary
income or the foundation’s “income equivalent,” whichever is higher.
The minimum level of charitable expenditures—i.e., the income
equivalent—should be comparable to the yield on investment funds
held by comparable organizations—such as universities. To provide
¥ It has been suggested Lhat assets such as growth stocks increase in value faster than income securities and
therefors will, in the long run, produce more incorme for charity thian income securities. Recent stock market
history, however, has indicated that all growth stocks do not necessarily increase in value faster than blue-
chip income securities. Moreover, even if growth stocks do increase in value faster than incoine securities,
the proceeds which the foundation would receive upon the disposition of growth stocks would usually
represent long-term capital gains which could be retained by the foundation under the direct-accumulation
progosal. Finally, even if growth stocks do increase In value faster than income securities and the trustees
of the foundation distribute the proceeds from the sale of the growth stocks to charity, the henefit to charity
wwv}:!hbe delayed until some indefinite date in the future when the trustees decided to sell the appreciated

gro' stock.  This indefinite postponement of beneiit to charity is inconsistent with the principle that
charity should receive some current &’nem from gifts made to private nonoperating foundations.
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for chunging imarket conditions, the Secretary of the T reasury should be
siven regulatory authority to determine this rate on an annual basis,
hnsed upon existing market conditions, it would nppear that a reason-
able income equivalent would be in the range of 3 to 314 percent.

The income equivalent would only be applied against a foundation’s
investment assets.® It would not be applied against assets which
the foundation uses for its own charitable program. Assets which can
be valued by reference to regularly available sources, such as quota-
tions on a stock exchange or in an over-the-counter market, would
be valued at their market value at the beginning of tho foundation’s
annual accounting period. For other assets it will be Decessary
initially to use the value of the asset at the time it was acquired b
tho foundation. In the case of contributed assets, this value wi
be the same as the amount cluimed by the donor as a contribution
deduction. However with the passage of time such value is t ically
less than market value where the foundation continues to hold the
asset. Therefore it will be necessary to revalue such assets periodi-
cally—perhaps every 5 years—and to use the value determined at
such time until the next required revaluation. By using the market
value as of the beginning of the year for assets which can easily be
valued and a relatively constant value for all other assets, a founda-
tion would always be able to determine well in advance of the end of
its accounting period the amount which it would have to expend.

An exception for situations in which the foundation wishes to set
aside its income equivalent for a definite charitable purpose which it
can identify at that time should also be adopted. Such an exception
would be similar to the exceptior suggested earlier with respect to
accumulations of realized income.

Both the direct accumulation and income equivalent recommenda-
tions should apply to private nonoperating foundations which are
presently in existence, as well as those created in the future. Exist-
Ing organizations, however, should be permitted a reasonable period
in which to adjust their investments in order to avoid having to spend
corpus to satisfy the income equivalent requirement.'®

It is recognized that the income equivalent proposal does not pro-
vide an adequate solution in all cases® The fact that this pro-
gosnl does not always assure that charity will receive a current

enefit merely points out the need for special rules, such as those
rccommendedy in parts II(D) and III(A) of this Report, where the
asset contributed to the foundation often does not generate any
current income,

The two approaches described in this section are complementary
and both are needed to provent inappropriate delay in charitable
benefits. Theso recommendations, together with those dealing with
the treatment of specific types of assets, would provide a moderate
and generally effectiva solution to the problems in this area. The
combination of these approaches would impress upon the trustees
of foundations the principle that fiduciaries should not ignore the
present needs of charity in favor of concentrating on an increase in
the size of the fund under their control merely to provide for some

* The income equivalent would not be applied against assets with respect to which, under the recommen-
daﬂ:&ls set forth in subsequent portions of this report, the douor's contribution deduction has been post-
poned,

¥ Provisions for existing organizations whose underlying instruinents require an accumulation of current
income or prohibit an invasion of corpus may be desirablo.

1! For example, one asset may provide enough fncome to comgklely shelter 8 nonincome producing asset.
In such a case charity would only recelve funds generated by the income urodudns asset. Charity wonld
Dot beaeflt from the nonincome producing asset, even though the public has paid for the receipt of that
asset through a contribution deduction.
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unnamed cause at some indefinite time in the future. These ap-
proaches would go far in reminding trustees that foundations are
expected to provide a source of current funds for charity and that
they should not be used as vehicles to further delay the flow of funds
from the original donor to operating charities.

C. FOUNDATION INVOLVEMENT IN BUSINESS

(1) The existing situation

A number of private foundations have become deeply involved in
the conduct of active business enterprises. Ordinarily, the involve-
ment takes the form of ownership of a controlling interest in one or
more corporations which operate businesses; occasionally, a founda-
tion owns and operates a business directly. Interests which do not
constitute control may nonetheless be of sufficient magnitude to
involve foundations in the affairs of businesses.

Ezample 1.—The A foundation holds controlling interests in
26 separate corporations, 18 of which operate going businesses.
One of the businesses is a large und aggressively competitive
metropolitan newspaper, with assets reported at a book value
of approximately $10,500,000 at the end of 1962 and with gross
receipts of more than $17 million for that year. Another of the
corporations operates the largest radio broadcasting station in
the State. A third, sold to a national concern as of the beginning
of 1965, carried on a life insurance business whose total assets
had a reported book value of more than $20 million at the end
of 1962. Among the other businesses controlled by the foun-
dation are a lumber company, several banks, three large hotels,
a garage, and a variety of office buildings. Concentrated largely
in one city, these properties present an economic empire of
substantial power and influence.

Ezxample 2.—The B foundation controls 45 business corpora-
tions. Fifteen of the corporations are clothing manufacturers;
seven conduct real estate businesses; six operate retail stores;
one owns and manages a hotel; others carry on printing, hardware,
and jewelry businesses.

Ezample 3.—The C foundation has acquired the operating
assets of 18 different businesses, including dairies, foundries, a
lumber mill, and a window manufacturing establishment. At
the present time it owns the properties of seven of these businesses.
Its practice has been to lease its commercial assets by short-term
arrangements under which its rent consists of a share of the profits
of the leased enterprise. By means of frequent reports and in-
spections, it maintains close check upon its(‘essees’ operations.

Ezample 4.—The D foundation owns a crude oil refining com-
pany to which it assigns a book value in excess of $32 million.

zample 5.—The ﬁ foundation controls a corporation which
operates a large metropolitan department store. For its fiscal
year ended January 31, 1963, the store reported gross sales of
$78,395,052, gross profit of $32,062,405, and paid wages and
salaries of $17,488,211. It stated the book value of its assets at
that time to be $55,091,820.

Ezample 6.—Among the business interests owned by the F
foundation is a substantial holding in a corporation which con-
structs machines for the manufacture of concrete blocks. The
corporation has approximately 800 employees; its annual sales
have ranged from $12 to $15 million in recent years.
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These striking illustrations of foundation participation in business
are not isolated phenomena, peculiar to a limited group of very unusual
rivate foundations. On &e contrary, the available information
indicates that the involvement of foundations in business activities is
frequent. Of approximately 1,300 private foundations recently
surveyed by the Treasury Department, about 180 reported ownership
of 10 percent or more of at least one class of the outstanding stock of
a corporation. One hundred and nine foundations in this group own
20 percent or larger interests; !> 40 hold 100 percent interests. orty-
three foundations reported that they possess 10 percent or larger
interests in two or more corporations. A recent report on founda-
tions states that, of 543 foundations studied, 111 owned 10 percent
or more of at least one class of stock of a corporation.’ Together
these 111 foundations held interests of not less than the described
magnitude (most were in fact considerably larger than 10 percent)
in 263 separate corporations. In other cases, of course, foundations
own and operate businesses directly.!
(2) Evaluation

Examination of any broad sampling of the commercial ventures of
foundations reveals that several kinds of undesirable results frequently
follow from them. In the first place, taxable businesses are often
placed at a serious competitive disadvantage. Congress recognized
this problem in 1950, and, by the Revenue Act of that year, aimed at
solvingit. The statute which resulted subjects the so-called unrelated
business income of foundations and certain other exempt organizations
to tax at ordinary rates and removes the immunity former y enjoyed
by ‘“feeder” organizations—entities primarily engaged in business,
whose sole claim to exemption is the turning over of profits to exempt
entities.

Fourteen J'ears of experience under these rules, however, has
demonstrated that organizations which pay careful heed to the excep-
tions prescribed by tﬁe 1950 act and retained in the 1954 code can
frequently shield their commercial enterprises from tax. Because of
the fact that the unrelated business income tax does not, for example,
apply to rents derived from property with respect to which the lessor
has no outstanding indebtedness, foundations are able to lease business
assets owned free of debt to operating subsidiaries, siphon off most or
all of the business profits by means of rent which is deductible by the
subsidiary but not taxable to the parent foundation, and thereby
accumulate large reservoirs of untaxed capital which can be used to
support the future operations of the business. Another exception to
the unrelated business income tax immunizes rents stemming from a
lease whose term is not longer than 5 years even if the lessor has an
outstanding indebtedness with respect to the leased assets. The
C foundation, referred to in example 3, is typical of the private founda-
tions which have tailored their acquisitions of businesses to make use

1 Further information about the business ownmhlx of those of these foundations which have assets
valued in excess of $10 million is set forth in Appendix A.

u Patman Report, 1st instaliment, supra, p. 8.

1 The transfer of businesses to foundations and other exempt organizations has been encouraged by deci-
sions of several courts that, under the arrangements ordinarily employed for these transfers, the trans-
ferors are entitled to treat the proceeds which they receive as capi gains. E.g., Union Bank v. Unied

, 285 F. 24 128 (Ct. Cls.); Anderson Dairy, Inc. v. Commissioner. 40 T.C. 172; Commissioner v. Brown
325 F. 2d 313 (C.A. 9th). The Supreme Court now has under consideration the question of whether or not,
after such a Lranmctlonathe former owners of the business receive capital gains treatment where the exempt
organization makes no downpayment other than from the assets of the business itself, has no fixed personal
obligation to pa uired simply to turn over a specified proportion of the future

K 8 purchase price, and is

earnings of the usgnea Commissioner v. Brown, supra, certiorari granted June 8, 1964. Whatever the
outooms of that case, however, it seems clear that substantial inducements for the transfer of businesses to
foundations will remain.
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of this exception. In the ordinary pattern of these acquisitions, the
foundation contracts to purchase the stock of a business corporation for
future payments, liquidates the corporation, leases its assets to a newly
formed operating company for a 5-year term," and applies the rents—
usually fixed at 80 percent of the before-tax profits of the business-—
to the discharge of the stock purchase obligation. The ability of the
foundation to receive the proceeds of the business operations in the
form of tax-free rent enab&cs it to pay a much higher price for the
corporation than a nonexempt purchaser could afford.'* A third and
rather elaborate exception to the unrelated business income tax
immunizes rental income which foundations realize in certain sorts of
situations not qualifying for the first two exceptions.”” All of these
foundations compete with similar businesses owned by nonexempt
taxpayers, who must pay for their acquisitions, finance their opera-
tions, and support their expansion programs with the funds which
remain after taxes have been paid.

Moreover, even if the laws governing the taxation of unrelated
business income of foundations and feeder organizations contained no
avenues permitting business profits to escape tax, commercial enter-
prises conducted or controlled by private foundations would still
possess significant competitive advantges over those owned by tax-
able entities. Because contributions to foundations may be deducted
by the contributors for Federal income tax purposes, the capitaliza-
tion of foundation businesses is nccomplished with tax-free dollars,
rather than after-tax dollars. A corporation which wishes to allo-
cate $1 million of its gross earnings to the establishment of a tuxable
business subsidiary, for example, would be able to contribute only
$500,000 of capital to the subsidiary after Federal income taxes have
been paid; but the same corporation could create a foundation to
operate the business, deduct its capital contribution, and have a full
$1 million available for the business operation. Again, the tax
immunity of dividends, interest, and other proceeds stemming from
passive sources enables foundations to supply capital to their business
endeavors with exempt income. Neither of these benefits is available
to nonexempt commercial enterprises. Both benefits contribute
materially to the ability of a foundation to subsidize its businesses
durini periods of difficulty and to expand them during periods of
growth.

Ezample 7—When modernization of its textile mill facilities
appeared desirable in 1958, the G foundation had sufficient funds
available to make an additional $4 million capital contribution
to its operating subsidiary.

Ezample 8—The H foundation has been able to sustain the
operations of one of its department store subsidiaries with a 1956
loan of $1,400,000 (at 414 percent interest) and a currently
outstanding loan of $200,00v (which bears no interest).

Ezample 9—The I foundation has advanced more than
$3 million to support the business of one of its foreign subsidiaries.

4 The foundation may or may not control the lessee corporation; the C foundation’s practice is to lease
to an independent corporation. In either event, the connection of the foundation with the business remains
aclose ane. Bince the lease bases the determination of rent upon the profits of the business, the foundation
has a direct financial reason to be concerned with the conduct of the enterprise. Because of this interest,
the foundation customarily reserves and exercises a right to maintain close supervision over the manage-
majmm of th?‘lauﬁm ;:cekc foundation typically retains the additional right to approve the holders of a

ty of the 'S .

% Transactions of this kind have received widespread attention—eand recommendation—in tax literature
and other publications. See e.g., *Boosting Profits: Have You Pul a Price on Your Business? You Ma
Be Able To Double It—By Selling to a Charity,” Prentice-l{all Executives Tax Report, June 24, 1
peo; ‘;‘l!eeenth'(:’nxapl’“?lroo;)2 ow Best To Sell s Business to a Tax-Exempt Organization,” Journal of Taxs.

ovem p. 302,
T internal B vens Coge of 1054, sec. 514 (b) 3)(B).
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Erample 10.—A recent report on foundations sets forth details
of the numerous loans which the J, K, and L foundations made
during the period from 1951 through 1961 to various of the
business corporations in which they held controlling or sub-
stantial interests. ' The total of this indebtedness on f)ecember
31, 1956, was $1,897,605. These foundations appear to have
entered into at least 36 separate loan transactions with their cor-
porations during the designated period, many involving sums in
excess of $100,000.'

Another advantage which foundation businesses have over their
taxable competitors is their freedom from the demands of share-
holders for cutrent distributions of earnings. A remarkable number
of foundation-owned enterprises proceed h‘om year to year realizing
substantial profits, but maﬁing negligible or no distributions to their
parent organizations,

Ezample 11.—The A foundation, referred to in example 1, re-
ceived no dividends for either 1961 or 1962 from its newspaper
corporation, its lumber company, or its S, T, or U real estate
corporations, despite the fact that all of those companies earned
substantial profits during both years.

Erample 12.—The M company, a department store, entered its
fiscal year ending in 1961 with a retained earned surplus of almost
$4 million. During that year and the 2 following years it en-
lurged this surplus with earnings of $365,819, $193,450, and
$149,320, respectively. 1t paid no dividends to its parent foun-
dation during any of these years.

Erample 13.—The dividends which the E foundation, referred
to in example 5, has received from its department store subsidi
for the years 1960 through 1963 have ranged from less than 1
to 1} 2 percent of the book value of its equity in the corporation,
us reflected on the corporation’s February 1, 1962, balance sheet.
In each of these years the store’s after-tax net income has been
cm‘l.\isidembly more than twice as much as the total dividends
paid.

This common willingness of foundations to defer indefinitely the
realization of profits from their commercial operations—an attitude
frequently not shared by the shareholders of other businesses—makes
it possible for the profits to be invested in modernization, expansion,
and other programs which improve the competitive posture of the
foundation-owned business.®

The various advantages of foundation-held businesses can make
them formidable and successful competitors.

Ezample 14—The X evening newspaper, owned by a founda-
tion, has one competitor, the Z morning newspaper. ~Z has been
in operation for a number of years and has very substantial
financial resources. X, however, appears to have made com-
petitive efforts which neither Z nor other newspapers of com-

1 Patman Report, 2d {nstallment, slgn. pr. 4445, .

1 The recommendation of Part 11-E(2) of this report—that restrictions be imposed upoa foundation
lending practices—deals with problems fitndamentally different from that of unfair competition, and would
have limited eflect in the area of the present inquiry. Foundation loans to affiliated businesses could

uently be brought within exceptions to thst recominendation (as, for example, private placements or
obligations secured by first mortgages). and if, in & particular situation, the limitations appeared
troublesome, the foundation might well simply decide to furnish funds to its business by means of a capital
contribution, rather than a loan.

® The nauirement recoinmended in the preceding section of this report—that foundations make annual
charitable disbursements at least equivalent to a prescribed percentage of the value of their assets—would
not remove this advantage of foundation businesses, 1n many cases foundations will be able to camply with
this requirement by making payments from contributions, income derived from nonbusiness assets, or
proceeds arising from the liquidation of other holdings. Such foundations will have no greater reason to
make demands upon thelr commercial subsidiaries for the distribution of business earnings.
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Q{arable size elsewhere in the country have been able to duplicate.

X utilizes seven wire services; other newspapers of similar size
have from one to three. X publishes seven separate editions
each day; Z publishes five; no comparable evening newspaper in
the country publishes seven. X'’s normal subscription rate is $2
a month; Z’s hus been forced down to $2.25; those of newspapers
in comparable cities range from $2.20 to $3. X recently pur-
chased the only other evening newspaper in the city. Its
advertising rates appear to remain substantially lower than those
of any similar newspaper in the country.

In addition to having adverse effects upon competitors, foundation
involvement in business may occasion other, equally objectionable
results. Opportunities for abuses of the kind with which parts IT A
and B of this report deal specifically are frequently greatest where a
foundation conducts or controls a business. Temptation for subtle
and varied forms of self-dealing proliferate in such a situation. Re-
mote relatives may be employed in the business; friends may be
assisted; business acquaintances may be accommodated. However
broadly drawn the restrictions upon self-dealing may be, many of the
conflicts of interest arising in tvﬁis area are likely to be sufficiently
obscure or sufficiently beyond the realm of reasonable definition to
escape the practical impact of the limitations. Making certain that
none of the 800 employees of the F foundation’s manufacturing
business receive speciull) benefits because of a relationship to one of the
foundation’s donors, or that none of the D foundation’s $32 million
oil refining business involves the transfer or use of money or property
to or by parties related to the creator of the foundation, would entail
enormous administrative burdens ‘n itself, even if the danger of less
definable abuses were not present.

Again, the problem of deferral of charitable benefits has been
particularly pronounced in the foundation business setting. We have
already noted the competitive advantage which foundation-controlled
businesses commonly derive from the willingness of their owners to
forego distributions of current profits. That same unconcern with the
present realization of business earnings, manifested by many founda-
tions, often delays the progress of funds to charity even when accumu-
lation has no reasqnable relation to business needs. The restrictions
of existing law upon accumulations of income by businesses become
operative only wgere a corporation is “formed or availed of for the
purpose of avoiding the income tax with respect to its shareholders”;
where the shareholders of the business are themselves tax exempt,
the limitations may not apply. Similarly, the statute which prohibits
unreasonable accumulations of income by foundations applies only to
accumulations within the foundation itself; it does not prevent reten-
tion of earnings in a separate, though controlled, entity.®* As a
consequence, many foundations have permitted large amounts of
income to accumulate in their business subsidiaries.

Ezample 15.—In 1962 the Y foundation had amassed almost
$9,700,000 of undistributed earnings in one of its business sub-
sidiaries, and more than $5,800,000 in another.

Ezample 16.—By the end of 1963 the O foundation had accu-
1nulated profits of $3,808,957 in its department store subsidiary.

When these funds will find their way to charity is, at best, a matter
of conjecture. The moderate pressure provided by the payout re-

1 Even if the accumulation restrictions of existing law were extended to these situations, their enforcement
would require an arduous, case-by-case examination of each separate set of facts.
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quirement recommended in the preceding section of this report—
which, after all, merely fixes a basic floor for foundation performance
in distributions—affords only a partial solution to the aggravated
deferral problem which exists in the foundation business context.

The problem has another facet. A number of foundations have
revealed a willingness to commit charitable funds to business opera-
tions which avre failing or, at least, &moducing consistent losses.

Ezample 17.—The P foundation continues a printing and
lithographing business which lost $66,000 in 1959, $36,000 in 1960,
$142,000 in 1961, $150,000 in 1962, and an additional amount
in 1963.

Ezample 18.—Twenty-four of the 53 business corporations
controlled’ by the B foundation referred to in exumgle 2, in 1956
lost money in that year, and most of those 24 showed net earnings
deficits from previous years' operations. Fifteen of the 45
corporations which the foundation controlled in 1963 either had
net losses in that year or had net operating loss carryovers to
that year.

Ezample 19.—A construction subsidiary of the F foundation
referred to in example 6, lost $22,920 in 1960, $17,133 in 1961,
$41,023 in 1962, and $49,408 in 1963. At the end of 1962 the
corporation’s earned surplus account showed a net deficit of
$199,818.

In all of these situations, charity bears the loss.

Participation by foundations in active business endeavors may also
give rise to a problem of a different character. As the Introduction
to this Report has pointed out, the private foundation is uniguely
qualified to provide a basis for individual experimentation and the
exercise of creative imagination. The framework of institutionalized
charities can, in the nature of things, afford only limited scope for
the development of individual insights, the testing of new approaches,
the exploration of uncharted areas. But the private foundation—
easily established, inherently flexible, and available even to those with
relatively restricted means—can be utilized for precisely these ends.
Indeed, many would argue that the private foundation derives the
principal justification for the favorable tax treatment accorded it from
its particular suitability for use by those who are concerned with,
and devoted to the development of, new areas for social improvement.
This special virtue of the foundation assumes that the individual or
group 1n control will, in fact, be devoted to the development of these
new areas; that the primary concern will be with social aims. But
where a foundation becomes heavily involved in business activities,
the charitable pursuits which constitute the real reason for its exist-
ence may be submerged by the pressures and demands of the com-
mercial enterprise. The directors of a foundation which owns 26
widely diverse businesses must of necessity devote a very consider-
able portion of their time and energies to the supervision of business
affairs; and charity’s claim upon their attention may well suffer.
Business may become the end of the organization; charity, an insuffi-
ciently considered and mechanically accomplished afterthought. Lit-
tle may remain to distinguish the directors of such a foundation from
the self-perpetuating management of a j)ublicly‘ owned business cor-

ration, without the balance supplied by watchful shareholders.

nrestricted involvement in business may, then, undermine the very
ability of the private foundation to make its unique contribution to
our society.
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It is quite true that, occasionally, beneficial consequences have
stemmed from the business activities of a particular foundation. The
Internal Revenue Service has, for example, discovered several in-
stances in which foundation businesses have been profitable, their
proceeds have been applied to charitable operations without undue
delay, and private benefits for the foundation’s donors or controllers
have been avoided. In these situations it may well be true that
charity has been advanced, and no one else harmed, by the ability
of the foundation to carry on business endeavors.

On the other hand, the fact that the large majority of private
foundations do not own businesses—and that their cl,mrituble endeav-
ors suffer no noticeable disudvantage from the lack of business owner-
ship—suggests persuasively that foundations have no real need to
engage in business. Other sources of income and other kinds of in-
vestments, less inimical to the accomplishment of their charitable
objectives, are available to them. Indeed, the Treasury Department
has encountered widespread opinion, among foundations themselves
and those familinr with their affairs, that business participation is
altogether inappropriate for private foundations. Hence, the obvious,
fundamental, and common abuses which attend the involvement of
foundations in commercial endeavors would appear far to outweigh
the minor and occasional benefits which particular foundations have
sometimes derived from business ownership.

(3) Possible solution

For these reasons, the Treasury Department recommends the
imposition of an absolute limit upon tge involvement of private
foundations in active business. Since effective control of a corpora-
tion very frequently resides in a body of stock representing 20 percent
of its voting power,? and since ownership of a 20-percent interest
almost necessarily entails close involvement in the affairs of the
business whether or not the interest possesses control of the enterprise
it would seem appropriate to fix the limit at that level. This proposai
would, then, prevent foundations from owning 20 percent or more of
the total combined voting power, or 20 percent or more of the total
value of the equity, of a corporation conducting a business which is
not substantially related (other than through the production of funds)
to the exempt fupctions of the foundation. A similar prohibition
should apply to the ownership by a foundation, either directly or
through a partnership, of a 20-percent or larger interest in the capital
or profits of such a business. In determining the quantum of a
foundation’s stock or business ownership, interests held for the benefit
of the foundation (whether by trusts, corporations, or others) should
be attributed to it, but interests owned by donors, officers, directors,
trustees, or employees for their own benefit should not.

Three carefully restricted forms of income production which are of a
assive character should be excluded from the definition of “business.”
xcept where active commercial lending or banking is involved, the

earning of interest should not be considered to constitute a business.
The holding of royalties and mineral production payments as inactive
investments should be accorded similar treatment. Appropriate
standards should be developed to identify leases of real property (and

1 Indeed, in special situations a much smaller share of voting mwer may constitute control. Large
pnblh:lsyil held corporations may be controlled by blocks of stock which represent 2, 3, or 4 percent of the
voting shares,
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associated personal property) which are of a clearly passive nature;
and rent arising from such leases should not be deemef to derive from
the conduct of a business.?

Rules similar to those of section 513 of the present Internal Revenue
Cude should be used to distinguish businesses which are substantially
related to the foundation’s exempt operations from those which are
not. The three specific exceptions of section 513 should be continued:
a_business should not be considered unrelated if (1) substantially
all of the work in carrying it on is performed without compensation;
(2) it is carried on primarily for the convenience of the members,
officers, or employees of the foundation; or (3) it consists of selling
merchandise substantially all of which has been received as gifts or
contributions to the foundation. Under the section 513 rules, a num-
ber of activities would fall beyond the ambit of the recommended
prohibition. A foundation which solicits and receives as contributions
old clothes, books, or furniture, for example, could conduct a business
of selling those articles to the general public. A foundation engaged
in the rehabilitation of handicapped persons could maintain a store
to sell items made in the course oF the rehabilitation training. Founda-
tions would be permitted to operate cafeterias or restaurants primarily
for the convenience of their employees.

Foundations should be afforded a specified reasonable period of
time in which to reduce their um'elateJ) business interests below the
prescribed maximum limit. To provide flexibility to deal with situa-
tions in which the specified disposition period might work hardship,
the Secretary of the Treasury should be given power to extend tl‘l)e
period for a limited additional time in appropriate cases. Similar
periods for disposition, similarly subject to extension, should apply
1n the future when a foundation receives a gift, devise, or bequest
which involves business ownership beyond the permissible level. An
exception to the general disposition requirement would seem advisable
for existing foundations w?mse governing instruments, as presently
drawn, compel them to hold specified business interests, if relevant
local law nrevents suitable revision of the controlling document.
Foundations created in the future should, to qualify for tax exemption,
be required to include appropriate prohibitions against business owner-
ship in the documents under whicE they are organized.

D. FAMILY USE OF FOUNDATIONS TO CONTROL CORPORATE AND OTHER
PROPERTY

(1) Two widely practiced tazx devices

Foundations have commonly been established as convenient vehicles
for maintaining control of a private corporation within a family while
substantially diminishing the burden of income, gift, and estate taxes
for the family. Two.somewhat different techniques have been used
to accomplish this result. Some taxpayers have contributed voting
stock in a corporation which their family controls to a foundation
which the faml;i) also controls. In this way, they obtain income- and
gift-tax deductions for the donations, eliminate the impact of the
estate tax upon the value of the contributed stock, and achieve tax-free
transfer of dominion over the corporation to the younger members of

m exception would also seem advisable for the incidental rental of assets (real or personal) used
y in a foundation’s charitable operations,

H
3

|
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the family by subsequently shifting control of the foundation to them.
Other taxpayers have caused family corporations to be capitalized or
recapitalized with substantial blocks of nonvoting stock. By con-
tributing that stock to a foundation, the older generation secures the
current income and gift tax advantages of the contribution and then
transmits the voting stock—now representing a diminished proportion
of the value of the equity of the corporation and, therefore, largely
or entirely sheltered from gift or estate taxes—to the younger
generation,

The availability of these devices has received widespread attention
in tax and business publications. An excerpt from the May 7, 1960,
issue of Business Week magazine (p. 153) is illustrative:

Have you ever thought about selting up a “family foundalion”?
" * * * * * *
However, before you get serious, there are two prime questions: First, are

there certain philanthropics (religious, educational, medical, cte.) that you'd
willingly devote considerable time and money to in later years? And second,
do you have a sizable family business thal you want to pass control of to your heirs,
despile crippling Federal eslate lares? If your answers are “yes,” then a private
foundation could be a way to give your “estate plan’ an entirely new outlook.

What is a foundation? It’s a nonprofit organization with its own capital fund
that uses its resources solely for public welfare. It can be a State-chartered
corporation, or a trust, or an unincorporated association. If properly set up
(with special Treasury-approved laz slatus) il pays no Federal iazes al all; yet 1
can be kept enlirely under the control of ils founder and his Jamily,

he real motive behind most private foundations is keeping control of wealth

(even while the wealth itself is given awn{).

Take the typical case: Say the bulk of your property is in a family busip- ss,
When yvou die, if you have a high-bracket estate, the estate tax could cause a
forced sale of part or even all of the business—your children might lose control
of the company, as well as have to sell their shares at a goor price.

A foundation can prevent this. You set it up, dedicated to charity. Year by
year, you make gifis of company stock lo it, until the value of your remainin holdings
18 down lo the point where eventual estale tazes could be paid without undue strain,
or unlil the foundation’s holdings constilule firm contro! of the company. You
maintain control of the foundation while you live; you direct its charitable activi-
tiea—and so, indirectly, you control the shares in your company that have bez
donated. When you die, control of the foundation passes from you to yo
family or other persons youtrust and thus they, in turn, keep reins on the business.

* t & . ] ] L
[The italics are those of the original.}

Recurrent advicé of this kind appears to have led many taxpayers
to establish and utilize private foundations for the purposes suggested.
The recent Treasury Department survey described in Appendix A
disclosed a large number of foundations whose principal asset consists
of stock in a corporation in which the foundation’s donors, officers, or
related parties retain substantial interests. Of the approximately 180
surveyed foundations # which hold 10 percent or more of at least 1
class of stock of a corporation, 121 reported ownership of family
corporation stock.® Such ownership appears to be particularly
concentrated among foundations of medium size—those whose total
asset value is between $100,000 and $1 million. Of the 39 such
foundations canvassed which have stock holdings of the noted magni-
tude, 32 own family corporation stock.

¥ A total of approximately 1,300 foundations were covered by the survey.
% The term “Iamily corporation stock’ is used here in s sense consistent with the recommendation out-
lined Iater in this section. The situations to which the text refers, hence, are those in which both the founda-

tion and a donor (and/or related parties) own stock in a given corparation and, together or separately, they
hold at least 20 percent of the corporation’s voting power.

PP O
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Erample 1.—The A foundation holds approximately 21 percent
of the common stock of the A corporation, possessing a book value
of more than $2 million. Substantial contributors to the A
foundation and related parties own approximately 60 percent of
the corporation’s common stock.

Erample 2—By both inter vivos and testamentary transfers,
the B foundation has received substantial holdings of the non-
voting common stock of two corporations which continue to be
controlled by the Bjfamily.

Ezample 3.—The C and DJfoundations’ principal donor owns
all of the voting stock of the C corporation. Members of his
family and he have given 106,000 shares of that corporation’s
class B nonvoting stock to the C foundation; they have given
80,000 shares of this stock to the D foundation.

(2) Evaluation

The use of private foundations to perpetuate family dominion over
business creates situations which frequently contain, in their most -
aggravated form, problems of the sort which have been discussed in
the preceding sections of this part. Plainly enough, the dangers of
foundation involvement in business are at least potentially present in
all of these situations. Moreover, because of the donor’s retention of
control over the dividend distribution policy of the corporation, the
benefits which charity ought to receive from the contribution of stock
to the foundation are frequently deferred indefinitely or absent alto-
gether. Since the stock is closely held and ordinarit; unmarketable,
the foundation—even if it is not subject to the donor’s influence—has
little choice but to hold the shares and hope for dividends; and the
donor often proves unwilling—or the corporation unable—to pay
them. Yet, by arranging redemption of token amounts of the stock
or by causing an atypical, but strategically timed dividend distri-
bution, the donor may very well be able to sustain his claim that the
stock has substantial value and entitles him to a large deduction on
its contribution to the foundation.

Ezample 4 —The recent Tax Court case of Pullman v. Com-
missioner, T.C. Memo. Dec. 1964-218, affords an excellent
illustration of these problems. The taxpayers there, in control
of a clothing corporation, arranged the recapitalization of the
corporation with 8 percent preferred stock, nonvoting common
stock, and voting common stock. They then made gifts of the
preferred stock to various relatives and donated large portions
of the nonvoting common stock to a family foundation. They
also donated small blocks of the nonvoting common stock to
two independent charities, and had the corporation redeem these
blocks shortly after the contributions at approximately book
value. In its 19-year history the corporation had paid dividends
of more than 8 percent only once: in 1959—which was one of the
g'ears in which a major contribution of stock was made to the
oundation—8 percent was paid on the preferred stock and an
additional 3 percent was paid on the nonvoting common stock.
Nonetheless, despite the existence of the preferred stock, with its
large prior claim upon the profits of the corporation and the
consequent unlikelihood that the common stock would ever
receive significant dividends, the Tax Court held that the trans-
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fers to the foundation qualified for charitable deductions only
sligli‘tly smaller in amount than the book value of the transferred
stock.

Example 5—Members of the A family claimed deductions of
almost $2 million for their contributions of A corporation stock
to the A foundation, referred to in example 1. The stock of
this corporation paid no dividends from 1948 through 1957, and
none for 1962 or 1963.2 While small dividends were declared
in the years 1958 through 1961, they appear to have produced
less than $5,000 a year for the foundation.

Erample 6. —Beyond the immedinte members of the B family,
no market exists for the stock owned by the B foundation (re-
ferred to in example 2) in two family corporations, and the
foundation has never received any dividend on either holding.

Ezample 7.—In only 1 of the last 6 years have the C and D
foundations, referred to in example 3, received dividends on their
large holdings of nonvoting stock in a corporation controlled by
their principal donor.

Extreme delay or entire absence of benefit to charity, then, is
common in family corporation cases.

Also present in these cases—often with unusual severity and com-
plexity—are the conflicts of interest characteristic of the self-dealing
problems discussed in part 1IA of the Report. Where the donor
exercises decisive influence over both the foundation and the corpora-
tion, he faces difficult divisions of responsibility. When the corpora-
tion encounters financial difficulties, for example, his duty to the
foundation may dictate efforts to dispose of its shares without delay;
but liquidation of the foundation’s interest may occasion adverse
market consequences and thereby run counter to his obligation to
other shareholders or his own self-interest.

Ezample 8.—The E foundation suffered heavily from the di-
vided loyalties of its creators and managers. In 1953 substan-
tially all of its assets were invested in the preferred stock of a
corporation 50 percent of whose common stock was owned by
these persons. l')l'he corporation’s prospects appear even then to
have been far from bright. As matters grew worse, the founda-
tion maintained its ho%dings. In 1962, at the time of the last
available information, the preferred stock had never paid any
dividends, the corporation was on the verge of bankruptcy, and
the assets of the foundation had become virtually worthless.

The donor’s retention ot a persoe! iiierest in the corporation may
place him at odds with the welfare of the foundation in other ways.
If heis in a high personal tax bracket, he may wish to have the corpora-
tion accumulate its earnings so that he can realize his gains by future
sale of his stock and confine his tax to the rate prescribed for capital
gains; but the foundation may require present funds for its charitable
program. He may wish the corporation to employ his relatives; it
may be best for the foundation that they not be employed. The
donor will generally find it in his interest to have the corporate salary
levels of family members fixed as high as is consistent with the
requirement of the tax law that deductible compensation be “resson-
able,” for it makes little difference to them whether they receive the
earnings of the corporation as dividends or salary, and the cornora-

% The foundation received its stock in the latter 1950's, 1960, and 1961,
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tion may deduct only the latter. The interest of the foundation, on
the other hand, lies in keeping salaries as low as is consonant with
the employment of competent personnel. The requirements of
charity may dictate current expenditures by the foundation; the
donor may be tempted to have the foundation retain its funds to meet
the possible future needs of the business. In all of these situations
it is unrealistic to expect the donor, as director of the foundations, to
bring to bear upon problems which involve his personal interest the
same judgment which an independent party, concerned only with
the welfare of charity, would employ.

Problems of the same nature arise where the donor contributes to
a private foundation an interest in an unincorporated business, or an
undivided interest in property, in which he or those related to him
retain substantial rights. Current tax deductions have been claimed,
for example, for contributions of rights in the air space over the
donor’s lanc. water rights adjacent to a private beach which the donor
owns, or fractional interests In vacant land which the donor controls. .
Here again, because of the donor's close continuing connection with
the property, it is hardly realistic to e.\'gect the foundation to make
independent decisions about its use and disposition of the property.

Wsl,ﬁle the abuses generated by family dominion over foundation
property in many respects are similar to those dealt with by other
portions of this Report, the problems here are sufficienily intensified,
complex, and possessed of novel ramifications to require a special
remedy. This Report elsewhere recommends that foundations be
required to pay out annually at least a minimum approximation of a
normal return upon their assets; but that requirement cannot obviate
the need for foundations to have sufficient independent command over
their assets to enable them to realize—whether by sale, conversion to
more productive investments, or otherwise—the means to exceed the
minimum when their charitable objectives demund it. Indeed, the
payout rule may create pressures upon a foundation to liquidate other,
useful assets in order to preserve its holdings of unproductive family
corporation stock; or the rule may be satisfied simply by the donor
emgloying the foundation as a conduit for his ordinary annual char-
itable giving—while charity continues to derive no benefit from the
foundation’s family corporation stock. Similarly, rules concrete
enough to possess real efficacy in the prohibition of specific self-dealin
practices cannot cope successfully and decisively with the subtle an
continuing conflicts of interest which arise in the family stock situation.
Finally, a foundation which is itself under the influence of a donor
and which holds stock in a corporation controlled by the donor will,
even where its stock holdings amount to less than 20 percent of the
corporate equity, almost necessarily find itself involved in the business
affairs of the corporation: for the foundation’s stock will be used in
combination with that of the donor and related parties to govern the
commercial enterprise.

(8) Possible solution

To deal directly with the problems in this area, the Treasury
Department recommends consideration of an approach which, for
gifts made to private foundations in the future, would recognize that
the transfer of an interest in a family corporation or other controlled
property lacks the finality which should characterize a deductible
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charitable contribution. Under this recommendation, where the
donor and related parties maintain control of a business or other
property after the contribution of an interest in it to a private founda-
tion, no income tax deduction would be permitted for the gift until
(a) the foundation disposes of the contributed asset, (b) the founda-
tion devotes the property to active charitable operations, or (c) donor
control over the business or property terminates. If disposition,
application to active charitable uses, or cessation of control occurs
n?ter the donor’s death but within 3 years of the date of death, the
deduction would be granted for the donor’s last taxable year; if none
of the three qualifying events takes place within that period, the
contribution would not be deductible for income tax purposes. Cor-
relatively, this approach would treat transfers of such interests, made
at or before deatﬁ, as incomplete for all estate tax purposes unless one
of the qualifying events occurs within 3 years after the donor’s death
(or an extension of that period determined by the Secretary of the
Treasury to be appropriate). Absent such a post-transfer qualifica-
tion, the contributed asset would be includeg in the donor’s gross
estate and would not give rise to an estate tax charitable deduction.
Such transfers, similarly, would not be deemed to constitute gifts,
within the meaning of the gift tax statute, until a qualifying event
occurs.

For the purposes of this recommendation, control of an incorporated
business would be presumed to consist of ownership of 20 percent or
more of the total combined voting power of the corporation; control
of an unincorporated business or other property would be presumed
to consist of ownership of a 20 percent or larger interest in it. The
presumption could be rebutted by a showing that a particular interest
does not constitute control. In determining whether or not the donor
and related parties possess control, interests held by the foundation
should be attributed to them until all of their own rights in the
business or other underlying property cease. A qualif ying disposition
of contributed property by a foungation could consist of a gift to
another organization, in harmony with the foundation’s own purposes,
or a sale; but it would not include a gift to another private foundation,
since the donor could not have secured a deduction by making a direct
contribution of the controlled interest to such an organization. An
upplication of contributed property to active charitable operations
would occur through the permanent and direct commitment of the
asset to usein the conduct of the active charitable pursuits for which the
foundation was organized, if it was organized for such pursuits.
Water rights or land, for example, would be applied to charitable uses
when they are employed in the activities of a foundation which
oFerates a beach or a park. Because of the rule requiring attribution
of ownership from the foundaton to the donor, a termination of con-
trol, in the relevant sense, could come about by a reduction in the
holdings of either the foundation or the donor and related parties;
but the termination would be recognized only where no offsettin
reacquisition by one of the specified parties occurs within a prescribe
subsequent period. The value of the contributed property at the
time of disposition, devotion to charitable use, or cessation of con-
trol would determine the amount of the income tax deduction to
which the donor would become entitled. The amount deductible for
estate tax purposes would be the value of the propertyJlon the date of
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the donor’s death or other governing date under the ordinary princi-
ples of estate tax law. If only a portion of the controlled property is
disposed of or devoted to active charitable use, the donor would
receive a deduction pro tanto.

Since they are designed to deal with different. problems, the rule
suggested here differs in a number of respects from the rule recom-
mended in section C of this Part. The rule of section C would become
operative where a foundation owns, in its own right, a 20 percent or
larger interest in a business; the rule of the present section would be
applicable even where the foundation’s own interest in the business is
less than 20 percent, if the total interests of the foundation, donor,
and related parties constitute control. The two rules would overlap
where a foundation has a 20 percent or greater interest in the business
and a donor and related parties rIso have interests in it which, when
combined with the foundation’s ownership, amount to control. The
rules would, however, have different consequences: the section C rule
would require the foundation to reduce its ownership below 20 percent
within a specified period of time; the section D rule would simply
defer the donor’s deduction for the contribution of an interest in the
business until the foundation disposes of the contributed interest or
donor control of the business terminates. The section C provision
would apply both to the existing holdings of foundations and to those
acquired in the future. The section D rule would apply only to con-
tributions made to foundations in the future.

(4) Possible restriction of this solution

A possible modification of the pm{)osnl of the present section would
ostpone the donor's deduction only where, after the contribution,
Ke and related parties control the business or other underl ing prop-
erty and, in addition, exercise substantial influence upon the founda-
tion to which the contribution was made. Such a rufe would permit
an immediate deduction to a donor who transfers controlled property
to a private foundation if he and related parties do not constitute
more than a specified percentage of the foundation’s governing body.
Since many of the most troublesome problems in the family corpora-
tion-controlled property area are traceable to the conflicts of interests
which result where the donor both dominates the corporation and has
significant influence upon foundation decisions, this rule would confine
the corrective mensure to situations in which both of those elements
are present.

The Treasury Department has analyzed this variation of the pro-

osal with considerable care. Its examination of the matter has
indicated that the modification would have the advantage of per-
mitting immediate deductions in a limited number of situations in
which gifts of controlled property to private foundations produce
clear charitable benefits' and appear to be accompanied by no con-
comitant abuses. On the other hand, two rather serious difficulties
are inherent in the modification.

First, the task of achieving a satisfactory definition of “substantial
donor influence” presents formidable problems. In proposing the
imposition of a 25-year limit urpon substantial donor influence over
Krivate foundations, Part II-F of this report suggests that a foundation

e considered subject to such influence where & donor, members of
his family, those with whom he has a direct, or indirect employment

42-663—85——+4
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relationship, and those with whom he has a continuing business or
professional relationship compose more than 25 percent of the group
which manages the foundation. The approach employed by this
definition has a number of advantages over others leich have been
considered. Yet, as the discussion in section F recognizes, it leaves
open_significant avenues for the exertion of donor influence. By
appointing friends, neighbors, business acquaintances, or other
persons beyond the enumerated categories to the foundation’s board,
a donor may be able to elude the impact of the rule even while he
maintains real and effective influence upon foundation decisions.
The availability of these techniques for avoidance does not constitute
a substantial defect in a rule whose aim, like that of the Part II-F

roposal, is to broaden the base of participation in the affuirs of the
oundation, uring fresh views to its councils, and, over time, remove
it from the wing of the donor and his family. Even where the newly
appointed board members are the donor’s friends and neighbors,
some of these objectives are likely to be attained immediately. With
the passage of time, others will follow: neighbors and friends do not
remain subject to the will of one’s fumily permanently. Equally
important, a donor who has been permit,te({ to shape the nature of a
foundation by specifying the terms of its organizational instruments
and supervising its activities for 25 years will ordinarily have little
motivation to circumvent the rule: with the advance of age and the
imprint of his personality firmly fixed upon the foundation, he will
be quite likely to follow the easier course of taking the law at its word
and passing the management of the foundation to independent parties.

The considerations which make this definition adequate for the

urposes of the Part II-F recommendation, however, possess dimin-
ished vitality when one turns to the family corporation situation.
Here the tax benefits to be derived from avoidance of the deduction-
deferral rule are considerable; and the motivation for avoidance is
correspondingly great. To sustain this rule against manipulation,
therefore, a definition of “substantial donor influence” would have to
be capable of bearing greater stress than the time limitation provision
could be expected to generate. Because of its inapplicability to the
less easily identified areas of donor influence, the definition of part
II-F might prove only partially sufficient to withstand the pressures
created by inventive planners.” Further, as the preceding discussion
has suggested, the conflict-of-interest abuses in the fumﬁy corpora-
tion area have been acute and aggravated; and a measure which re-
quires an indeterminate period of tune to reach complete effectiveness
might permit some of those abuses to continue in the interim. Upon
both of these grounds, the adequacy of the Part HI-F definition to the
needs of the remedy under this section appears subject to some
question.

A second problem confronts the restriction of the controlled property
rule to situations in which the recipient foundation is under donor
influence. While conflict of interest is one of the arguments in favor
of the controlled property rule, it is not the only one. Of equal force
is the argument that retention of donor control over the corporation
whose stock has been contributed makes the real value of what has
passed to the foundation too subject to the continuing volition of
the donor, too far within his future discretion, too completely within
his persisting power, to justify the grant of an immediate tax benefit.
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Since the donor has not yet conferred a clear and definite present
benefit upon charity—so the argument proceeds—he has done nothing
to warrant a present tax deduction. To this contention—based, as
it is, upon a considerable body of experience to the effect that charity
very frequently benefits little or not at all from gifts of controlled
corporation stock—the suggested modification provides no answer;
for the donor’s continuing power over the corporation exists whether
the foundation to which Ee gives the stock is subject to his influence
or not. ‘To limit the impact of the remedial measure to gifts to in-
fluenced foundations, then, may confine the remedy to only a part of
the abuse.

The existence of these problems does not compel the conclusion
that such a limitation is unworkable. After deliberation, Congress
may determine that the possibilities for avoiding the definition of
donor influence are not serious. A somewhat stricter definition than
that used in Part I1-F—perhaps restricting the donor and related
parties to a smaller percentage of participation in the foundation’s
governing body—may reduce those possibilities significantly. Con-
sideration of specific instances of the controlled property abuse ma
lead Congress to conclude that the portion of the problem to whic
the restricted rule would apply is the portion o? major practical
importance, and that the disndvantage of the broader rule—which
may, concededly, defer deductions in a limited number of situations
where no abuse is present—outweighs the advantage to be achieved
by seeking to cover the remaining part of the problem. The controlled

roperty rule should not, however, be restricted to gifts to influenced
oundations without complete awareness of the difficulties which that
restriction may entail and without clear assurance that adoption of
the restriction will cause no serious impediment to the operation of
the rule itself.

E. FINANCIAL TRANSACTIONS UNRELATED TO CHARITABLE FUNCTIONS

Private foundations necessarily engage in a number of financial
transactions connected with the investment of their funds, However,
experience has indicated that unrestricted participation by founda-
tions in three classes of transactions which are not essential to their
cln:lxl'it,able or investment activities can produce seriously unfortunate
resuits,

(1) Foundation borrowing

The great majority of private foundations appear to borrow very
little money. The Treasury Department’s survey of the character
and value of foundation assets and liabilities has disclosed that, at
the end of 1962, while foundations held assets reported to have a
total book value of approximately $10,713 million, they had total
liabilities ¥ of only $244 million. Borrowings, in other words,
accounted for less than 24 percent of total foundation ussets.

On the other hand; a limited number of private foundations have
borrowed heavily, for a wide range of purposes not related to the
conduct of their charitable functions.

Ezample 1.—In the years 1951 through 1962 the A, B, and C
foundations, established and dominated by one person, borrowed

¥ Other than liabilities with respect to grants payable. The latter class of liabilities does not, of course,
Tepresent borrowing in any usual sense of the term.
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money from 17 different institutions and a variety of individuals
to acquire investment assets. On December 31, 1956, the total
outstanding indebtedness which the foundations had incurred
for this purpose appears to have been approximately $14,200,000.
A recent report indicates that, during tﬁe 12-year period covered,
the foundations entered into 130 separate investment. borrowing
transactions. Many of the transactions involved amounts of
more than $100,000; several involved more than $1 million.”

Erample 2.—The D foundation has also engaged in extensive
borrowing. On March 29, 1957, the foundation borrowed
$550,000 from a trust company at 4% percent interest and used
the proceeds to make a loan of the snme amount to a corporation
at an interest rate of 10 percent. On November 18, 1957, the
foundation borrowed $450,000 from a trust company at 4%
percent interest to make a $500,000 loun to two corporations at
10 percent interest. A three-page schedule in a recent report
on foundations lists the other borrowing transactions into which
this foundation entered from 1951 to 1962 to obtain funds for
investment.”

“rample 3.—In one jurisdiction a number of foundations,
organized with little or no capital funds of their own, have carried
on extensive practices of purchasing oil payments with funds
borrowed from banks. Liens on the oil payments secure the
loans. The foundations retain, as their fee for acting as inter-
mediary, the excess of the gross proceeds of the production pay-
ments over the principal and interest required to be paid to the
banks. The E foundation is typical of this group. Organized
in 1954 with no funds of its own, E had by 1961 incurred indebted-
ness of more than $14 million in connection with its oil payment
transactions. Its net income frcm these ventures was $58,352
in 1959 and $68,510 in 1960.

Erample 4.—A foundation involved in recent Tax Court liti-
gation was established in 1948 with a $1,000 contribution. Tts
net worth remained at approximately that figure until 1951.
In the latter year the foundation contracted to purchase a 34-acre
tract of industrial real property for $1,150,000, and borrowed
virtually ull of the purchase price. Leasing the property back
to the former owners and 11 other tenants under an arrange-
ment carefully fashioned to protect all of its rental proceeds frcm
tax, the foundation was able to discharge its purchase obligation
in 5 years. In that span, therefore, the foundation had ex-
panded the value of its holdings from a thousand dollars to more
than a million dollars—without the necessity of secking or receiv-
ing contributions. Shiffman v. Commissioner, 32 T.C'. 1073.%

Erample 5—The F foundation typifies the private foundations
which have acquired productive properties by means of so-called
bootstrap transactions. In their usual form, F’s bootstrap acqui-
sitions have consisted of an agreement by the owners of productive
property to transfer the property to the foundation for a price
payable entirely, or almost entirely, from a specified share of the

* patman Report, second instaliment, suprs, pp. 46-47, 54, 50.
» Patman Report, second installinent, supra, dpp. 61, 63-65.
¥ [n the cited litigation the Tax Court uphel

the foundation's claim to exemption against the Govern-

ment’s eantention that, in applying approximately 80 percent of the rental proceeds from the property to

the satisfaction of its loan obligation, the foundation had accumulated its income improperly.



R RRBRREREREESEEEE

TREASURY DEPARTMENT REPORT ON PRIVATE FOUNDATIONS 47

future earnings of the property. The foundation ordinarily makes
little or no down payment from its own assets and has no inde-

endent. personal obligation for the unpaid portion of the price:
rf earnings are insuﬂﬁ'iem to enable it to make the payments
required by the contraet, the transferors’ only rights are against
the property itsell. The foundation contrives fto realize the
earnings in tax-exempt form, commonly by leasing the property
to an operating entity under terms infended to shelter the rent
from unrelated business income tax. The F foundation has
employed this technique to acquire most or all of the underlying
assets of 18 separate commercial enterprises.® By arrangements
of this sort, other foundations have been able to swell their
holdings without risk to themselves or dependence upon con-
tributors,

Foundation borrowing to secure funds for investment may have
several unfortunate consequences. In many of the transactions of
this class, private parties are able to shift a substantial measure of
the financial benefit of the foundation’s tax exemption to themselves.
A foundation which can amortize a purchase obligation with tax-free
proceeds from the purchased property, and which therefore will be
able to acquire the property with little or no expenditure from its
own assets, can frequently be induced to agree to a much higher
purchase price than a taxable buyer would accept. Indeed, in the
typical bootstrap sale of productive property to a foundation, where
t\ze foundation has no personal obligation for the purchase price and
the only security for payment is the transferred property itself, the
only contribution which the foundation makes to the arrangement is
its tax exemption. The seller, already possessed of complete owner-
ship of the property and an unrestricted right to all of its future
earnings, would not enter into the transaction at all if tax considera-
tions were nbsent; and the foundation cun have only marginal bar-
gaining power. Quite naturally, the resultant agreement diverts to
the seller—by means of an inflated purchase price or, where a lease-
back is involved, reduced rentals—a significant share of the advantage
which the foundation derives from its ability to receive the income

roduced by the property free of tax. In other situations, one who

ends money to a foundation may be able to insist upon an abnormal

interest rate because of the foundation’s power to realize a greater net.
return upon the money than a taxable borrower could. In these ways,
foundation borrowing for investment uses can deflect, to the personal
benefit of private parties, a portion of the advantage which tax exemp-
tion was intended to produce for charity.

But, though a part of the benefit of its exemption may escape the
foundation, much remains. The foundation, after all, will ultimately
secure unencumbered ownership of the property if a bootstrap opera-
tion works; it will earn- the £ﬁereutial between the proceeds of a
production payment purchased with borrowed funds and the cost of
the loan which provided those funds; it may realize substantial profit
from securities purchased on margin. These facts are the source of a

31 While F has pursued a practice of leasing the acquired assets to oi):ra&lng organizations in which it has
littie or no direct ownership interest, the terms of the leases in at least many instances have given the
foundation sutficient connection with the business en ises to bring the arrangements within the scope
of the business limitation recommended in Part II-C of this Report. The connection does not, howerver,
appear to huve been an indispensible element of the transactions: and appropriate modifications of the lease
relationships would seem to make it possible for F to accoml?lish these lm isitions even if a restriction

upon foundation participation in business were in eflect. has also the bootstrap technique to
acquire productive assets which were not parts of a business enterprise.
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second—and basic—objection to foundation investment borrowing:
It enables the foundation to convert its tax exemption into a seﬁ-
sufficient device for the production of capital. By borrowing, the
foundation can extend the function of its exemption beyond the
protection of income stemming from charitable gifts; it can use the
exemption to develop funds even where there are no charitabie gifts.
Commentators have referred to this activity as trading upon or
cnpimlizqu upon the tax exemption. The foundation which makes
such use of its exemption can sever itself from reliance upon contribu-
tors and eliminate the healthful scrutiny of its purposes and activities
which that reliance implies.® By this expansion of its exemption
privilege to borrowed assets and this divorce from dependence upon
contributors, the foundation begins a multiplication of its holdin
which bears no relation to the community’s evaluation of its chnritnbﬁ
works; it embarks upon an extension of its economic empire which is
limited only by the financial acumen and commercial skills of its
managers. The foundation described in example 4, which began
with a net worth of $1,000 and within 5 years had increased its domain
to include a 34-acre tract of industriul real property worth $1,150,000,
is an extreme, but not atypical, illustration of the consequences of
unrestricted foundation borrowing for investment purposes.

In 1950 Congress recognized the impropriety and danger inherent
in such exploitation of the tux exemption privilege. Concerned with
a proliferation of situations in which exempt organizations were pur-
chasing commercial property with borrowed funds and utilizing future
rents from the property to pay the purchase loan, both the House
Committee on Ways and Means and the Senate Finance Committee
offered the following observations:

The fact that under present law an exempt institution need not use any of its
own funds in acquiring property through leasebacks—borrowed funds may
represent 100 percent of the purcfl'nsc price—indicates that there is no limit to
the property an exempt institution may acquire in this manner. Such acquisitions
are not in any way limited by the funds available for investment on the part of
the exempt institution. This explaing why particular attention should be given
to leasebacks which involve the use of borrowed funds. Where an exempt organi-
zation uses its own funds, expansion of its property holdings through the leaseback
device must necessarily proceed at a mucL slower pace, H. Rept. No. 2319, 81st
Cong., 2d sess., p. 39 (1950), 1950-2 Cum. Bull. 410; S. Rept. No. 2375, 8lst
Cong., 2d sess., p. 31 (1950), 1950-2 Cum. Bull 506.

To deal with the problem, the Revenue Act of 1950 provided,
generally, for the taxation of a ({)ortmn of the rent which foundations
received from groperty acquired with borrowed funds. The measure
(continued without material change in the present Internal Revenue
Code) has proved to possess two defects. It has, first, been crippled
by the presence of an exception which permits rents from leases whose
terms are not longer than 5 years to be received without tax. The
cases set out in examples 4 and 5 typify a growing body of transactions
in which foundations have been able to frame their acquisitions of
productive property to take advantage of this exception. More

1 1t is, of course, true that many foundations ultimately develop funds of sufficient size to free themselves
from reliance upon contributors. Foundations created b{ large testamentary gifts may never have to seek
money from others. In all of these situations, however, the foundation’s basic endowment stems from per-
sons who have sufficient regard for its aims to give it property; its structure and purposes are framed or
evaluated by thoso who have a direct economic concern in the matter. ‘The bootstrap foundation, on the
other hand, can be organized with little or no capital. It procceds to grow from within, independent of
outside review. Even though no member of the public ever has sufficient interest in any of the organiza-

tion’s endeavors to contribute to it, the personal motivations of its managers can, where investment borrow-
ing is permitted, be enough to buiid it to very large proportions.
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fundamentally, the 1950 provision suffers from the narrowness of its
scope. Operative only where the property purchased with borrowed
money is rental property, it affords no solution to the same problems
of diversion of exemption benefits to private parties and financial
empire building whicﬁ exists where borrowed funds are invested in
royalties, oil payments, securities, or lonns.
The recommendations made by other sections of this report will
not provide satisfuctory unswers to these problems. The roposal
Lo restrict the participation of private foundations in active usiness
does not apply where the foundation’s return from its investment is
ussive. lgveu if the purchased assets are business ussets, when the
oundation detaches itself from the conduct of the commercial enter-
prise by entering into n passive lense to an independently controlled
operating entity, the abuses become essentially different from those
with which the recommendation of Part II-C js designed to deal; and
that recommendation is, properly, inapplicable. The lending pro-
osal of the following section would leave substantial areas in which
oundations could continue to make loans, without reference to the
source from which the louned funds stem. The income payout and
income equivalent rules suggested in Part 1I-B are similarly, of little
assistance here. Since the payout rule applies only to the net income
of foundations, depreciation or depletion would or inarily sbield much
of the profit of property purchased with borrowed funds from the
thrust of the requirement. = Further, under the report’s recommenda-
tion the “income equivalent” would be determined by reference to a
foundation’s net equity, rather than its gross asset value; and, as a
consequence, this rule also would have limited impact upon assets
acquired with borrowed money.
%Vitbout supplementation, then, both existing law and other sec-
tions of this report would still permit dangerous abuses through founda-
tion borrowing. To foreclose the continuation of these abuses and to
forestall the development of new ones, the Treasury Department
recommends that, for the future, all borrowing by private foundations
for investment purposes be prohibited. This recommendation would
not prevent foundations from borrowing money to carry on their
exempt functions: it would have no effect upon borrowing to make
gifts to other charitable organizations, to defray the expenses of active
charitable operations, or to acquire assets for use in the conduct of such |
operations. It would not, again, apply to investment transactions |
which are already in progress. For the future, however, it would |
confine foundation investments to funds stemming from contributions |
or from income produced by contributions.® |
A proscription of foundation investment borrowing would have no
ractical effect upon the activities of the great majority of private
oundations; for, as has been pointed out, they have not borrowed to
invest even when they were free to do so. Indeed, the fact that these
foundations have found no difficulty in carrying on their affairs and
accomplishing their objectives without investment, borrowing con-
stitutes convincing evidence that foundations need not borrow for

8 In doing so, the proposal would in the future, for ‘)rlvx\to foundations, supersede both the partial attack
Upun this problem made in the 1950 legislation and the much-criticized S-year exception embodied in that

legislation. The business imitation posed in Part II-C of this Report would require either disposition or

appropriate modification of existing foundation leases which do not qualify as passive. A number of the

{(l‘xt:es no!;;e in eﬂ:ﬂ which have been drawn to take advantage of the 5-year exception would be subject to
iis requirement,
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such purposes. A number of persons familiar with the operations of
rivate foundations have indicated precisely that view to the Treasury
epartment. 'o curtail abuses by the minority of foundations,
however, legislative adoption of the recommended rule is necessary.

(2) Foundation lending

Many private foundations put portions of their funds to use in the
making OF loans which are not secured by mortgages and not evidenced
by government or other bonds* While much of this lending repre-
sents altogether proper and legitimate investment of foundation funds,
some does not.

Example 6.—The A, B, and C foundations, referred to in
example 1, all controlled by a single individual, made many
loans to that individual’s friends and business acquaintances.
On December 31, 1956, one businessman owed these foundations
$6,571,448. At the end of the years 1951 through 1961 another
owed the foundations amounts ranging from $1,193,000 to
$2,057,000. The indebtedness of various other businessmen to
the foundations was, on the dates noted, as follows:

Individual A\, Deec. 3, 1954 ... $138, 000. 00
Individual B, Oct. 27, 1954 . . ... ___ 1, 519, 000. 00
Individual C, Dee. 31, 1961 _ o __._. 39, 210. 00
Individual D, Dec. 31, 1962 __ ___ ... ... 80, 246. 92
Individual E, Dec. 31, 1962 _ ... 39, 027. 50
Individual F, Dee. 31, 1953 _ __ ... 247,084.75
Individual G, Deec. 31, 1962__ _ . 54, 000. 00
Individual H, Deec. 31, 1962 __ . ... 50, 154. 32

The loans to these and other businessmen ordinarily arose
through transactions in which the foundations purchased and
carried (often for several years) large amounts of securities for
the accounts of the borrowers. Where the documents recordin
the arrangements specified interest rates, the rates prescribe
were sometimes as low as 3, 314, or 4 percent. In other cases,
however, the rates were higher; and in many situations the
foundations were entitled to share in the profits of sales of the
securities.®

Ezample 7—The G foundation had the following loans to
various individuals outstanding at the end of each of the indicated

years: 3¢
Year ending Dec. 31 Makers Interest rate| Amount
(percent)
Individual I 4 $11,600
..... 4 11,050
..... 4 10, 600
4 9,400
Individuals J and K. .. 4 1,111, 500
I 4 8,800
..... 4 7,900
..... 4 6, 200
..... 4 5,000
Individusls L and M 0 15, 900
1960 .|l d 0 10, 300
Individual I 4 4,000
1960 ...l Individuals Land M......_.__ . . ________._.. 0 3,700
Individual I . . 4 1,000

¥ Table 11 of the Statistical Appendix to there presents information on the total amounts of various
classes of foundation loans outstanding at the end of 1962.

3 Patman Report, 2d installment, supra, ¢.g., pp. iv, 24-27, 29, 31, 32,

¥ Patman Report, 2d installinent, supra, p. 12.
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Erample 8—The H foundation borrowed money from banks
and used the proceeds to make loans to three trusts and several
individuals. The borrowers were, in some instances, closely
enough related to the corporate creator of the foundation to be
within the ambit of the expanded self-dealing rules suggested
in Part IT-A of this Report; in other instances, no identifiable
relationship appeared. The interest rates for most of the loans
were fixed from 1 to 2 percent higher than the rates which the
foundation was obligated to pay the banks. One loan, however,
bore interest at only 3 percent, and another at 4 percent.

The facts syrrounding tgese transactions make it evident that
the fundamental motivation for at least most of the loans was not the
desire to find a secure and Eroﬁt-able investment for charitable funds
but, rather, the wish on the part of the foundation’s managers to
assist parties whom they hag some particular, private reason to
benefit. Yet, with the exceptions noted in example 8, the borrowers
were beyond the reach of any administrable and reasonable self-
dealing prohibitions and the benefits accruing to the foundation’s
managers or donors were sufficiently nebulous and removed from the
loan transactions themselves to be difficult to discover, identify, and
prove. The task of isolating and demonstrating private benefit or
noncharitable purpose—the only avenues of attack open to the gov-
ernment under existing law—becomes arduous and uncertain when
the interest rate and the other terms of the loan accord with the
standards of ordinary commercial practice. The advantages to the
borrower of such a loan by a foundation—and the corollary value of the
favor done by the foundation to the director or donor who arranged
the loan—can, nevertheless, be considerable. The delays, inconven-
iences, and formalities of appl ring for a bank loan can be eliminated;
embarrassing questions can be avoided; the assurance that one's
obligation resides in friendly hands can be secured. ,

Ciarity may suffer two very real detriments from the absence of an

~effective proscription against rivately motivated foundation lending.

- Because the safety of the obligation is not among the primary con-

- siderations leading the foundation to make the loan, charitable funds
can be put to unusual and unnecessary hazard. Indeed, the same
personalpconsiderations which impel the foundation director or donor
to cause the loan will quite probably dissuade him from enforcing its
terms with vigor and dispassion when collection difficulties arise.
But whether or not the foundation loses money on a particular loan,
the very fact that such loans can be made may lead foundation man-
agers to a broad range of decisions which do not comport with the
interests of charity. Funds may be retained in liquid form, rather
than being placed in more productive investments, so that they will be
available for lending when the occasion arises, Charitable programs
may be rejected because’ they would draw too heavily upon lending
capital. Expenditures for the charitable projects undertaken may be
restricted parsimoniously for the same reason.

To free foundation assets from the dangers inherent in privately
motivated lending and to protect foundation decisions from the im-
proper pressures which the availability of such lending may generate,
the Treasury Department recommends that, for the future, the loans
of privat:-?(r)un ations be confined to categories which are clearly
necessary, safe, and appropriate for charitable fiduciaries, Loans

o
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made by foundations in pursuance of their exempt functions—such
as loans to students—should, of course, be permitted. Similarly,
foundations should be allowed to make bank deposits, loans which
are evidenced by securities of a type regularly traded upon an exchange
or in an over-the-counter market, loans to governmental units, loans
fully secured by first mortgages upon real estate, and other loans
determined, under regulations prescribed by the Secretary of the
Treasury, to be of substantiaﬂy similar quality and character.”
Examples of loans of the latter class would be short-term loans repre-
sent,eciJ by the marketable commercial paper of prime borrowers and
loans forming parts of sound private placements. Reference to the
accepted lending practices of educational institutions and comparable
organizations could furnish guidelines for the standards to be developed
in the regulations. Beyond areas of the enumerated character,
however, lending by private foundations ought to be prohibited.

(8) Trading and speculation by foundations

Certain private foundations have engaged in active trading of
securities or have participated in speculative investments.

Ezrample 9.—The A, B, and C foundations carried on lively,
extensive, and often speculative securities dealings. They
entered into puts and calls, purchased a large volume of unlisted
securities, and frequently acquired stock on margin. They
agreed to a number of arrangements under which they carried
securities for the accounts of individuals in exchange for the
right to share in any profits which might be realized upon dis-
position of the securities. They sometimes sold stock within a
period of from obe to several days after acquiring it.*®

Ezample 10.—The I foundation reported securities sales in
1963 which amounted to a turnover of approximately 20 percent
of its stockholdings in ihat year. A recent Securities and Ex-
change Commission report ® indicates average rates of turnover
for foundations to be from 1 to 2 percent. All but four of the
positions liquidated by the I [foundation’s 1963 sales had been

urchased by the foundation after 1960; approximately half had
een held for less than 6 months. The foundation realized a total
gain of $2,342,067 from the sales.

Exzample 11.—The J foundation invested in a syndicate
formed by several taxable corporations to purchase a ranch,
hopin% to profit from a sharﬁ) rise in land values which might
take place if an adjacent citgr appened to expand in the direction
of the property. The urban expansion fill’d not occur. The
fsiyndicat,e operated the ranch at a loss for several years, and

nally disposed of it. The foundation sustained a substantial
loss on the trapsaction.

While it is difficult to assemble information upon the precise extent
of trading or speculation among private foundations, the Treasury
Department has encountered a substantial body of opinion, among
persons familiar with the activities and practices of foundations, to
the effect that the problem is of sufficient importance to require
legislative attention.

# Of course, where foundation lending activities constitute a business, the recommendation of Part II-C
wwmm%g‘?ﬁmummmme 23, 25, 26, 33, 34, 37, 38, 40
, 8., PP. 3 3 3
» seuu'lstol‘ee u&dl O%ax.change Comuhission Report of Special Studies of the Securities Market, July 17,
1963, pp. 864 an
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Three kinds of dangers are inherent in foundation trading and
speculation. Obviously enough, operations of this character ordi-
narily entail greater risk of loss than do prudently chosen long-term
investments. ~Assets which have been committed to charity should
not be subjected to that hazard. Conversely, these practices may
be spectacularly successful; and where they are, they make possible
both the financial empire building and the severance of g foundation
from dependence upon contributors which have been criticized in the
section of the Report dealing with foundation borrowing. A third
+  danger is less obvious but equally significant. Foundation trustees

or dgu'ectors whe attempt to predict hourly, daily, or weekly market
fluctuations, who purchase puts, calls, and straddles in an effort to
: rofit from those fluctuations, who shift their positions in securities
i requently, and who endeavor to assay the sotentialities of untried
. businesses, the worth of untested mineral land, or the future value of
. unproven building locations must necessarily expend considerable
. amounts of their time and attention in those endeavors. Little scope
- i8 likely to remain for charity. Charitable enterprises deserve—
i indeed, they require—analysis, evaluation, planning; they are not
5 matters to be lightly undertaken or erfunctorily carried on; they
;  merit the genuine interest and undivided attention of the persons to
whom society has entrusted their accomplishment. Consequently,
the efforts of the speculator or the tra«ﬁr—whether successful or
unsuccessful—are intrinsically inconsistent with the proper manage-
ment of the affairs of a found);tion ‘

The present law on this subject contains several deficiencies.
Section 504(a)(3) of the Internal Revenue Code proscribes invest-
ment of —
amounts accumulated out of income during the taxable year or any prior taxable
d year and not actually paid out by the end of the taxable year * ¥ * in guch a
manner as to jeopardize the carrying out of the charitable, educational, or other
purpose or function constituting the basis for exemption under section 501(a)
of an organization described in section 501 (©(3).0
One basic weakness of the section, of course, is that it applies onl
to income accumulations; it does not govern the manner in whicK
corpus is managed. A second defect is that, by its reference to
“jeopardy,” the provision tends to make the success of & venture
decisive of its permissibility: undertakings which turn out well are,
with the benefit of hindsight, quite likely to seem sound, whatever
i  risks they may have presented while they were in progress. Hence,
the section affords only an imperfect device for dealing with the
foundation which successfully utilizes trading or speculative practices
to multiply its holdings andy extend its financial domain. Third, as
i we have seen, speculation and trading entail an unfortunate conse-
1 quence which has no relationship to the presence or absence of
; {&Oliudy: even where they involve no unusual hazards, they are
ikely to make greater demands upon the time, inter. st, and abilities

e

2 Al

§ of foundation trustees and directors than is consistent with the
3 attentive and informed conduct of the affairs of charity. For this
problem the present section 504 provides no solution. '

In view of these considerations, the Treasury D?artment recom-
mends that ﬁ'li]vate foundations be directly prohibited from participat-
ing in any kind of trading or speculation with any of their assets,
whether derived from corpus or from income. The prohibition

4 Bection 68)(c) contains a simiiar provision,
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should include specific interdiction of devices ordinarily deemed
inherently speculative—as, for example, the purchase of “puts,”
“calls,” “straddles,” ‘‘spreads,” “strips,” “straps,” and “special
options,” selling short, and trading in commodity futures.

Like the borrowing and lending recommendations of the two
Freceding portions of the present section, this measure would exclude
oundations from a class of financial transactions in which the
ought not to be engaged. When combined with the business and self-
dealing restrictions proposed elsewhere in the report, these rules
would confine the unrelated financial activities of private foundations
to areas which are appropriate for organizations whose assets have
been committed to the advancement of the public welfare and whose
concerns should be exclusively with the attainment of charitable
aims.

F. BROADENING OF FOUNDATION MANAGEMENT

The Treasury Department’s study of private foundations has
revealed the existence of a group of interrelated problems which are
at once more pervasive and more fundamental, but less concrete,
less easy to identify, and less susceptible of isolation, than those with
which the preceding sections of this Part have dealt. By their very
nature, these problems evade precise definition and quantitative
analysis. One cannot compile statistics which demonstrate their
character and extent. In the main, one cannot report individual
instances of their effect. For all of these attributes, however, they
possess both reality and significance.

For the purposes of discussion, one may separate these problems into
three general categories.

(1) Abuse potentialities of donor influence

The ability of a donor to wield substantial influence over the
management of a private foundation which he has established or en-
doweg resents continuing opportunities for the diversion of the
foundation to purposes which are not wholly charitable. General
prohibition of financial intercourse between donor and foundation,
as Part II-A of this Report recommends, would, it is true, foreclose
the most palpable abuses which have arisen in this area. Restrictions
of foundation ownership of businesses and postponement of deductions
for contributions of interests in controlled property would further
reduce the possibilities for diversion and conflicts of responsibility.
Nonetheless, the modes of human satisfaction have almost infinite
diversity; and the ways in which wealth can be employed for personal
advantage are, consequently, multiple and higﬁly varied. Many
donors, too, have manifested a common and deep-seated tendency to
regard foundations which they have created as their own, to be availed
of for their own ends where a contemplated use does not involve
obvious and direct deflection of assets from charity and where no
specific statutory prohibition lies in the way. Combination of these
facts makes it r(fifgcult to escape the concglsion that real danger of
abuse through substantial donor influence—albeit in forms less
straightforward and apparent than those which have thus far occupied
the attention of the Treasury Department and the Congress—will
survive the restrictions proposed by other portions of this Report.

41 The suggestions advanced in Part II-E (1) above for the restriction of foundation borrowing would pre-
vent margin purchases of securities.
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Accurate appraisal of this problem is complicated by the fact that,
as Part I of the Report has explained, the private foundation can de.
rive important values from donor influence. The donor can bring
imagination and creativity to the foundation, infuse spirit and drive
into its ofrerations, give unique focus to its efforts, But the fact that
donor influence contains potentialities both for benefit and for detri-
ment does not present a permanent dilemma: for its dangers and its
values do not subsist equally throughout the life cycle of the founda-
tion. While possibilities for abuse remain relatively unchanged, ad-
vantages t,endp to decline sharply with the assuage of time. The donor
can frame the fundamental structure of tﬁe foundation in its organi-
zational documents; he can set the pattern for its activities and inter-
ests in the early years' of its operations; he can establish its character
by example, custom, and usage as it matures. Thereafter the magni-
tude of his contribution must, almost necessarily, diminish. In view
of these facts, the present Kroblem would seem capable of solution
by a rule which confines substantial donor influence to the develop-
mental and maturation stages of foundation life: such a rule wourd

reserve the primary benefits of influence, and would eliminate a
Parge measure of its possible detriments.

(2) Perpetual existence of foundations

A different, but related problem arises from the proliferation and
erpetual existence of private foundations. By 1962 there appear to
ave been approximately 15,000 foundations in the United States.

Current, information indicates that an average of about 1,200 new
foundations are being formed every year. Tﬁe Foundation Library
Center estimates that, of the foundations in existence in 1962, 72
percent of those with assets of less than $100,000 had been established
since 1950, and 56 percent of those with assets of more than $100,000
had been created since 1950. Most of these foundations are estab-
lished under organizational documents which place no limitation upon
the period of their existence; and while satisf. actory data upon founda-
tion terminations is not available, it seems relatively clear that deaths
are a good deal less frequent than births,

The continued existence of foundations whose number is constantly
increasing generates a number of administrative burdens. Returng
must be processed; questionable transactions must be investigated;
compliance with legal requirements must be secured, sometimes
through litigation. All of these activities cost the Federal Govern-
ment considerable sums of money. Part I of this Report has explored
at some length the reasons th);, despite these facts, the imposition of a
general limitation upon the lives of foundations is inadvisable. In
specific situations, however, it may be far from clear that the per-
petuation of an individual foundation justifies the attendant adminis-
trative burdens. It seems Plain, at least, that many foundations
continue in existence year after year without achieving any of the
external indicia of unique advancement of philanthropy. They
attract no public attention; their endeavors gain no public support;
they appear to open no new areas, develop no new vistas, create no
rearrangements or alterations of focus among charitable enterprises
genemlgr. Hence, while a universal restriction upon foundation lives is
undesirable, a method of winnowing the useful from the superfluous—
of evaluating the accomplishments, nature, and status of each private
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foundation at some point in its existence, with a view to a judgment
upon the advisabili(t{y of continuing it—would possess real utility.

Such a task would require a multitude of difficult and delicate value
judgments, and should, therefore, not be undertaken by a govern-
mental body without grounds considerably more pressing than those
which obtain in the present situation. On the other hand, a founda-
tion’s creator, or those related to him, may not approach an endeavor
of this kind with detachment. Consequently, satisfactory solution
of this problem would seem to demand a rule permitting independent
private parties to examine a foundation after it has had a reasonable
period of time within which to prove itself. If their review leads
them to conclude that the organization’s record and capabilities do
not justify its continuation, they should have power to wind up its
affairs, distribute its assets in accordance with i:3 purposes, and
dissolve it.

(8) Possibilities for narrowness of foundation management

Under present law it is possible for an individual to establish a

private foundation, dominate its affairs throughout his life, and pass
its management to members of his family upon his death. In such
8 s[\;stem supervision of the activities of a foundation may remain
within the power of a very limited and homogenous group for an
indefinite period of time; there is, indeed, no assurance that persons
more broadly representative of the public will ever be introduced into
the organization’s governing body.
* The disadvantages of the system are apparent. All of the dangers
of narrowness of view and parochialism can persist in perpetuity. A
foundation’s motive force can, over time, become dissipated; and it is
not guaranteed a source of replenishment. Attitudes may harden
into prejudices; approaches may solidify; the responsiveness which
this branch of philanthropy should have to the rhanging needs of our
society may suffer. Projects which were useial and desirable when
when they were undertaken may be continued long after they have
become outmoded.

Recognizing the dangers intrinsic in narrowness of base, many of
our colleges and universities take pains to secure personnel who have
been trained at other institutions or who have drawn experience fromu
different academic communities. Some of our great corporations
have, in their hiring policies, manifested a consciousness of the same
problem. Consequently, it would seem altogether inappropriate to
permit this defect to insinuate itself into the management of one of
the important areas of private philanthropy.

(4) Possible solution

To resolve these three problems, the Treasury Department recom-
mends that provision be made to convert private foundations, after
they have been in existence for 25 years, to management which is
independent of their donors and parties related to donors. Without
the harshness of requiring a complete severance of the donor from
the foundation, this result can be accomplished by placing a limit
upon the part which the donor and related parties can play in the
management of the foundation. For several reasons, however, the
fixing of the quantitative level of this limit requires some care.
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The level should be set high enough to permit the donor significant
representation on the foundation’s governing body. On the other
hand, imperfections necessarily inherent in the definition of the class
of donor-related parties—parties who have sufficient connection with
the donor to be likely to be subject to his influence—make it essentjal
to confine donor participation to a relatively small percentage if
effective prevention of substantial donor influence upon foundation
decisions is to be attained. Administrative considerations make it
impracticable to include, within the category of donor-related parties,
more than the following: (1) members of the donor’s family, (2) per-
sons with whom the donor has a direct or indirect employment
relationship, and (3) persons with whom the donor has a continuing
business or professional relationship. Yet substantial areas of
g‘tl'_lactical donor influence lie beyond the boundaries of this definition.

iends, neighbors, business acquaintances, and others may well be
willing to accept the donor's judgment on matters pertaining to a
foundation which he has established and whose assets he has con-
tributed. Hence, if an approach is to be made to workable and
effective prohibition of substantial donor influence over a foundation,
the limit upon participation of the donor and related parties on the
foundatign’s governing body should be fixed no higher than 25
percent.

A rule which, after the first 25 years of the existence of & private
foundation,”® would prevent the donor and related parties from com-
posing mora than 25 percent of the managing board of the foundation
would deal effectively with each of the three problems which have
been described in the present section. It wouldp limit the time period
within which abuses could occur through the exercise of substantial
donor influence; and, by assuring the donor that his actions would
ultimately be subject to independent review, it would tend to protect
the found‘:xtion from abuse even during its first 25 years, By enabling
independent private parties to evaluate the performance and poten-
tiality of the foundation after 25 years of operation and granting them
power to terminate the organization, then or later, the measure would
provide a method for eliminating foundation which have doubtful
or minimal utility. Finally, in broadening the base of foundation
management, the recommendation would bring fresh views to the
foundation’s councils, combat parochialism, and augment the flexi-
bility of the organization in responding to social needs and changes.

11 Even with the limit u&n identifiable donor representation set at this leve), passage of control to inde-
pendent parties may not be immediate. The donor may, for & time, be able to retain effective control
through persons who do not fall within the definition of donor-related Jnrues. But friends, ne}zhbots. and
others are unlikely to remain subject to the influence of the donor and his family lndeﬂniteI&; and, with s
2percent celling ugon participation by more closely related parties, sctual independent dominion over
the foundation should ensue without undue delay.

€ To avoid m&&mmlon of foundation affairs by requiring an abrupt, unanticipated change in

management, ich have already boen in existence for 25 vears or more should be permitted to
continue subfeu to substantial donor influence for an additional period of from 5 to 10 years.



PART III. ADDITIONAL PROBLEMS

In the course of its review of private foundations and the tax laws
which apply to them, the Treasury Department has encountered
several problems which, while possessing less general significance than
the problems discussed in part 1I of the report, are sufficiently serious
to warrant remedial action. Some donors have been able o secure
substantinl deductions for contributing to foundations assets which
produce no benefit whatever for charity. Other donors have reduced
their personal taxes by accomplishing tax-free bailouts of corporate
earnings to foundations or by making contributions of other property
which would have generated ordinary income upon sale. A defect in
the computation of the estate tax marital deduction has permitted
taxpayers unjustifiable enlargements in the tax benefits of bequests
to their spouses through various devices involving foundations.
Proper enforcement of reporting rules has been hampered by the
ubsence of an effective sanction for failure to file the information
returns required of foundations.

This Part of the Report sets forth illustrations of these problems,
analyzes them, and suggests appropriate remedies.

A. CONTRIBUTIONS OF UNPRODUCTIVE PROPERTY

The Internal Revenue Service has discovered a number of situations
in which very substantial income tax deductions have been claimed
for contributions to private foundations of property which does not
produce income and which the foundation does not, or cannot, devote
to charitable uses.

Ezample 1.—One taxpayer, for example, claimed a charitable
deduction of $39,500 for the gift of family jewelry to her husband’s
foundation. The jewelry was placed in a safe deposit hox listed
in the name of the foundation, and at last report it has been held
there for more-than 6 years.

Ezample 2.—Other taxpayers have secured significant tax
savings by contributing paintings and other artworks to controlled
foundations which do not maintain museums.

Ezample 3—A company donated vacant land adjoining its
plant facilities to its foundation. During the 11 years for which
the foundation held the property, it produced no income whatever.

Ezample 4.—A man and his wife contributed the remainder
interest in their personal residence to a foundation.

Difficult valuation problems frequently attend the donor’s assertion
of a right to a charitable deduction in these cases. More fundamental,
however, is the criticism that the donor obtains a current tax advantage
for a transfer which confers no concomitant benefit upon charity. The
Government, in effect, pays the donor for his act; but the jewelry
remains in the safe deposit box, the painting in the warehouse, and
the land unused. As other portions of this report have noted’, the
presupposition of the tax statute is that the cost of the charitable

58
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deduction to the Government will be justified by its correlative
benefit to charity, Here, plainly, the result is not worth the price.
The recommendations of other sections of this Report bear upon the
: present problem; but, designed to deal with difficulties of broader
: thrust, they do not provide an entirely satisfactory solution to it. A
¥ requirement that foundations disburse annually at least a minimum
1 approximation of a normal return upon their property cannot convert
an unproductive asset into a productive one. 1{) foundation utilized
as a conduit for its donor’s normal annual charitable gifts may well
be able to comply with this requirement year after year without ever
being compelled to apply an unproductive asset to uses which benefit
charity. Agaif, many contributions of unproductive property would
appear to be made only because the donor has practical assurance
that he will continue to enjoy the use of the property; and this Report’s
self-dealing recommendations, which would proscribe such use, might
be expected to inhibit these contributions.! But the Internal Revenue
Service should not be compelled to assign revenue agents to make
certain that the jewels remain in the safe deposit box, or the paintin
in the storeroom, when their former owner entertains. And self.
dealing rules can, by their very nature, have no impact upon those
situations in which the unproductive asset is transferred to the
foundation precisely because the donor has no further use for it.
Hence, the Part II-A proposals will not, in themselves, be sufficient
to eliminate abuses of the sort with which we are presently concerned.
Similarly, while the rules suggested in Part II-D of the report cope
adequately with the major abuses which have arisen through contri-
butions of unproductive interests in property over which the donor
maintains control (principally stock in controlled corporations), they
do not apply to gifts of other kinds of unproductive assets.

Where property unproductive of income is transferred to a private
foundation, the policy reason underlying the grant of the charitable
deduction does not Kecome operative until the asset is (a) made
productive, (b) disposed of, or (c) applied to charitable uses. Con-
sequently, the Treasury Department recommends that, with the
limited exceptions described below, the donor’s income tax deduction
for such a contribution be postponed until one of those three events
occurs. - This measure would defer the deduction to the point in time
at which it becomes justified, and, in addition, would resolve a number
of complex valuation problems.? Rules similar to those explained in
Part II-D in connection with the controlled roperty provision should,
for this purpose, govern the definition of “(Fisposition” and “a(s)plica-
tion to charitable use”; the determination of the amount of the donor’s
deduction when he becomes entitled to one; and the length of the
period within which qualification for a deduction could oceur. An
asset should be considered unproductive of income unless substantial
income is regularly derived from it. Since the controlled propert
rule of Part II-D affords ample solution for the problems to which 1t

! Soc. 170(1), added to the Internal Revenue Cods in 1964, might also be expected to have this effect for
similarly motivated donations of tangible personal property. That section provides that contributions of
future interests in such property shall become deductible only u, the expiration of intervening rights
held by the donor or related pa.rJet. Where the donor retains a rea?ggmty to use the contributed property,
whether or not his power is set forth in any of the legal documents governing the transfer, the arrangement
can be argued to constitute, in substance, tgegﬂto(ammn interest. But the criticiams of the utility of the
ﬁ&%% 23 thlg:em explained in the text above, would seem to apply with equal foree to the use-

? Where the foundation sells the property, valuation would, of course t no difficulty; where it

, presen
makes the property productive, valuation should be easler: and where it does nothing with the property,
valuation would n{\% have to be undertaken. ! !
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applies and since, beyond the situations governed by that rule, there
would appear to be little room for abuse through gifts of stock,
evidences of indebtedness, or cash, these areas should be excepted
from the propused measure.

For estate tax purposes, this recommendation would not require
unproductive property which has been the subject of a completed
inter vivos transfer to a private foundation to be included in the
donor’s gross estate; but it would permit the testamentary transfer of
such property to a foundation to qualify for an estate tax deduction
only under rules similar to those suggested in the controlled property
section of the Report. Gift tax treatment would complement that
prescribed by the estate tax statute: a completed lifetime conveyance
of unproductive property would constitute a taxable gift, accorded a
charitable deduction only upon the occurrence of one of the three
qualifying events within a specified period after the transfer.

In its discussion of the problems presented by contributions of
family controlled property, Part II-D of the report has indicated that
valid arguments exist both for and against restricting the measure
directed at those problems to the context of donor-influenced founda-
tions. The problems of the present section are, in many ways,
analogous to those of controlled property. Consequently, if the
Congress concludes that it is desirable to limit the scope of the con-
trolled property remedy to contributions made to donor-influenced
foundations, it may also wish to consider such a restriction of the
rules recommended in the present section.

B. CONTRIBUTIONS OF SECTION 306 STOCK AND OTHER ORDINARY INCOME

ASSETS
(1) Section 306 stock

In 1954 Congress addressed itself directly and specifically to the
problem of the so-called preferred stock bailout. Concerned with
the obvious tax avoidance inherent in situations in which the share-
holders of a corporation distributed preferred or other special stock
to themselves as a tax-free dividend, realized capital gains upon selling
this stock to a third party, and then had the corporation redeem the
stock with earnings and profits—thereby accomplishing the distribu-
tion of cox('romte profits at the tax rate prescribed for capital gains—
Congress determined to withdraw the favorable treatment accorded
the earnings bailout. To that end, it adopted legislation providing,
generally, that the amount which a shareholder realizes upon the
sale, redemption, or other disposition of certain types of stock—
designated “section 306 stock”—will be taxed to him as ordinary
income. The typical situation covered by the legislation involves
distribution of a preferred stock dividend to the holders of a cor-
poration’s common stock.

Since 1954 it has become apparent that, while this provision seals
off avoidance possibilities for those who wish to sell or redeem section
306 stock, it does not foreclose the bailout device for taxpayers who
contribute such stock to charity. Judicial authority has Yleld that a
person does not “realize” anything, within the technical meaning of
the tax statute, when he makes a deductible charitable contribution.
Hence, because the terms of section 306 become operative only where a
disposition of stock occasions a “realization” for its former owner, they
do not apply where the owner donates the stock to charity. As a
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consequence, a shareholder in a corporation which has substantial
undistributed earnings can, without tax, receive a dividend of re-
redeemable preferred stock, secure a deduction for the full value of the
stock by contributing it to a private foundation, and, if no prear-
ranged plan for redemption exists, experience no tax consequences
when the corporation redeems the stock from the foundation. The
corporate profits have thus traveled a route leading from the corpora-
tion, through the shareholder, to the foundation; but the shareholder
has never been taxed on them, and he has been able to reduce his tax-
able income by the entire amount of their value.

Indeed, if the stockholder is in a relatively high income tax bracket,
he may well find significan.y more cash in his pocket after the dona-
tion of section 305 stock to a foundation than he would be able to retain
if he sold the stock for its full value. If, for example, a taxpayer in
the 60 percent bracket sold section 306 stock for $20,000, he would pay
8 tax of $12,000 on the proceeds and be able to retain a net, profit of
$8,000.* If, on the other hand, he were to donate his stock to a foun-
dation, his $20,000 deduction would diminish the tax which he would
otherwise have to pay by $12,000. He would, then, be $4,000 richer
if he gave the stock to a foundation than if he sold it.

The bailout potentialities of charitable contributions of section 306
stock have not escaped the notice of tax planners and advisers. A
recent article in Taxes magazine describes the advantages to be derived
from such contributions with clinical particularity. Rabinowitz and
Dick, “Charitable Contributions of Section 306 Stock,” Taxes, April
1964, page 220. Other articles describing the device are abundant.

The Treasury Department’s recent survey of private foundations
suggests that a substantinl number of taxpayers have made practical
use of the often-repeated advice that the antibailout statute can be
circumyented by giving section 306 stock to charity. Among the
approximately 180 surveyed foundations which own' 10 percent or
more of at least 1 class of stock in a corporation, there are 74 separate
holdings of what, from the reported information, appears to be section
306 stock.

The continued availability of the bailout device in the charitable
contribution area has evoked criticism from a number of inde endent
commentators. See Bittker, “Federal Income Taxation of orpora-
tions and Shareholders” (1959 ed., p. 251). In its revised report of
December 11, 1958, the House Ways and Means Committee A. visory
Group on Subchapter C of the Internal Revenue Code of 1954 described
the disposition of section 306 stock by donation to charity as an
“‘abuse,” and recommended that the problem be dealt with by reduc-
ing the donor’s allowable charitable (ﬁéduction by the amount which,
under section 306, would have been taxed as ordinary income if the
donor had sold the stock for fair market value. The working view
developed on this subject by the American Law Institute Tax Proj-
ect was to the snme effect. 14 Tax Law Review 1, 5 (1958).

3 This example assumes that the stock’s ratable share of the carnings and profits of the corporation at the
time of distribution was at least equal to the proceeds of the sale,

¢ Cutler, “Various Aspects of Contributions to Charity,” 17 New York Univemtz Annual Institute on
Federal Taxation 1117, 1136 (1959); Lowndes, “Tax Advantages of Charitable Gifts.” 46 Virginia Law Re-
view 304, 413 ( 1960):’ Merritt, “The 'I‘qx lngfntives for Lifetime Gifts to Charl't_{." 39 Taxes—The Tax Mgga-
zine 104, 118 (1961): Quiggle and Myers, “Tax Aspects of Charitable Contributions by Individuals,” 28
Fordham Law Review 579, 604-605 (1960); Ray and Oliver, “How to Choose Right Property and Method of
Giving to Benefit from Gifts to Charity,” 10 Journal of Taxution 118 (1959); Rudick and Gray, “Bounty
Twice Blessed: Tax Conscsucnces of Gifts of Property to or in Trust for Charity,” 16 Tax Law Review

273, 280 (1961); Sugarman, “Charitable Uiving Development in Tax Planning,” 39 Taxes 1027, 1029 él%l);
“Estate Planners Note: Contributions of Section 306 Stock Not Taxable,” 7 Journal of Taxatlon 133 1057).
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The Treasury Department is of the opinion that the recommenda-
tion of the Ways and Means Committee Advisory Group is a sound
one. Restriction of the charitable deduction which a donor receives
on the contribution of section 306 stock to a private foundation * is
consonant with the particular concern which Congress has, by the
adoption of section 306, manifested for the earnings bailout problem.
Measuring the reduction in the allowable charitabﬁ: deduction by the
amount of the ordinary income upon which the donor would have
been taxed if he had sold the contributed stock makes the approach
consistent with the provisions of section 306 itself. Furthermore,
this approach is precisely that which Congress recently twice applied
to analogous problems. In its 1962 enactment of section 1245 of the
Internal Revenue Code, providing rules to insure ordinary income
treatment of gain attributable to post-1962 depreciation of tangible
personal and certain other property, and in its 1964 enactment of
section 1250, prescribing rules of broadly the same direction for depre-
ciable real property, Congress took care to specify that deductions
for charitable contributions of such property should be diminished
by the amounts which the new sections would characterize as ordinary
income if the property were sold at fair market value.®

For these reasons, the Treasury Department recommends applica-
tion of the Advisory Group proposal to contributions of section 306
stock to private foundations.

(2) Other ordinary income assets

When donors secure deductions for contributing to private founda-
tions other classes of property which would have produced ordinary
income upon sale, problems fundamentally analogous to those present
in the section 306 stock context arise. Items incFudible in the donor’s
inventory and stock in collapsible corporations afford examples. In
all of these cases the full amount of value which the donor would
normally have had to include in his ordinary income is permitted both
to escape taxation itself and to reduce the amount of his other taxable
income. In many of these situations there exists the same anomaly
pointed out above in connection with section 306 stock: the donor can
make more profit by giving the asset to a foundation than he would
have been agle to retain if he had sold it.

Because of the basic similarity of the present problems to those
ﬁenerated by section 306 stock and because of the direct relevance

ere of the recent congressional action on the closely related ordinary

8 The Ad Group proposal is not limited to situations in which the recipient charitable organization
is a private foundation: the group's recommendation would apply wherever a donation of sec. 306 stock gives
rise to a charitable deduction. The American Law Institute Tax Project working view and Professor
Bittker's discussion, similarly, treat the problem as one whose natui * does not depend upon the character
of the charitable organization involved. By its observation that the blem exists within the area to
which the present report applies, the Treasury Department intends no implication that these views are in

error.

¢ The American Bar Association in 1959 offered two ohjections to the Advisory Group proposal. Hearings
on Advisory Group recommendations on Subchapters C, F, and K of the Internal Revenue Code, House
Ways and Means Committee, 86th Cong., 1st sess.. pp. 923, 931-933 (1959). One, advanced by some mem-
bers of the Committee on Corporate Shareholder Relationships, was that the contribution of sec. 306 stock
to charity represents only one facet of the broad problem presented by donations of appreciated progert .
The members who entertained this view were of the opinion that all aspects of the general question should
be examined before action is taken upon any particular portion ofit. This objection has, in a large measure,
been undercut by the con ional decisions with respect to secs. 1245 and 1250. In both instances, Con-
gress recognized that specific restriction of the charitahle deduction affords an appr:gﬂate method of dealing
with the problems posed hy particular classes of assets. A second objection, made by other members of
the Bar Association committee, was that the mper method of curbing abuses in this area is to grant a full
charitable deduction for the donation of sec. stock, but to tax the donor as though he had realized the
Taeni300 by the sdvisory. group: it would, ke the Kdvisory Group pronscas, Aaces that costinef o ecor
men y the advisory group: it would, like the roup proposal, cancel t on of the donor’s
charitable deduction attributable to corporate eaminﬁs at the trme of the distribution of the stock; but, in
addition, it might occasion a capital gains tax where the stock has appreciated in value after its distribution
to the donor. Without ing on the merits of this proposal, the ’l!:eamry Department is of the view that
the less rigorous app! of the Advisory Group is sufficient to foreclose the sec. 306 stock.abuse in: the pri-
vate foundation area.
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income situations arising under sections 1245 and 1250, the Treasur
Department recommends that, the rule proposed for section 306 stocK
be applied to this area also, Under this recommendation, the income
tax deduction accorded for the gift of any asset t0 a private foundation
would be diminished by the amount of the ordinary income which the
donor would have realized if he had sold the asset for fajr market
value at the time of the contribution.

C. CORRECTION OF COMPUTATION OF ESTATE TAX MARITAL DEDUCTION

When a doner mukes an unrestricted contribution of property to
a private foundation whose selection of charitable beneficiaries he has
power to influence, he secures g current income tax deduction for the
full value of the property. The existence of his power over the founda-
tion confers an additional benefit upon him: under existing estate tax
law, the value of the asset remains in the base upon which his marital
deduction is computed.” Its presence in that base increases, by a
sum equal to one-half the asset’s value, the amount which the donor
can bequeath to his wife free of estate tax—even while the asset itself
escapes estate tax through the operation of the charitable deduction,
On the other hand, the donor who contributes to a foundqtion over

his estate tax computations, and the tax advantage of his contribution
is limited to the deduction provided by the income tax law.

This differentiation in the estate tax law between charitable donors
who possess power to influence the foundations to which they con-
tribute and donors who do not s quite inadvertent: it arises from the
application, to the situation of the donor-influenced foundation, of
principles designed to deal with entirely different problems. More
significantly, it creates g preference which there is no reason for the
tax laws to create. It establishes, through the mechanism of the
estate tax, an artificial inducement, which %ms No necessary relation-
ship to charitable inclinations or interests, for the retention of donor
influence over private foundations.

Certain other sections of the estate tax law give rise to analogous
incongruities. Under them, transfers which produce current charita-
ble income tax deductions can be arranged to maintain sufficient
donor involvement with the contributed property to increase the
donor’s marital deduction, The section dealing with life insurance

as, in particular, been the subject of considerable manipulation
designed to produce such double tax benefits.* The provisions govern-
ing retained life estates and transfers in contemplation of death ma
occasion similar problems® In all of these situations, lifetime char;-
—_

7 Secs. 2036 and 2038 of the present Internal Revenue Code mi:;im that prgpeny transferred intervivos
be included in the transferor's gross estate f he retains for life the power to esignate the beneficiaries of
its income or corpus. Both sections apply whether the transferor maLexerclse his power alone or in
conjunction with other parties, and whether he possesses the power 8 flduciary capacity or not.
Hence, in the usual situation, where at the time of his death a donor has a Power to control or influence
the decisions which a private foundation makes about the amounts and rec| fents of its distributions

all ‘ﬁrsoperty which i: has mntribuu;! to wt‘;le foundation during kis life would be required to be included

Ppro A

s heiﬂecuveness of the various life Insurance devices has not yet been tested by litigation.

9 The recommendation of Part I11-A would postpone the income tax deduction for the gift of 8 remainder
interest to a private foundation until the interest mes and productive or is disposed of b
the foundation. By doing so, that proposal would, in the private ;oundatlon ares, eliminate most possf
bilities for using retained life interests to achieve the described double tax benefits,
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table transfers, treated as incomplete for estate tax purposes, gain an
entirely unintended tax advantage over outright gifts.

To remove these unjustified and incongruous tax preferences, the
Treasury Department recommends that, where a donor secures an
income tax deduction for the trunsfer of an interest in property to a

rivate foundation, the value of the property be excluded from the
tuse upon which his estate tax muritn\ deduction is computed.'
By placing contributions to donor-influenced foundations upon the
sume estate tax footing as those to foundutions which the donor does
not influence, such legislation would confine the tax reward for both
classes of transfers to the income tax benefits which they were spe-
cifically intended to receive. Similarly, where the recipient charitable
organization is a private foundation, it would eliminate the advantage
which lifetime charitable transfers, framed to retain donor connection
with the contributed asset, have over outright and unrestricted gifts.

D. SANCTIONS FOR FAILURE TO FILE INFORMATION RETURNS

To proceed with effective administration of the tax laws governing
private foundations, the Internal Revenue Service must obtain
completed copies of the annual information returns required of
foundations. Unfortunately, not all foundations comply with the
reporting rules prescribed by the Internal Revenue Code and the
implementing regulations. While the Internul Revenue Service has
taken what steps it can to cope with this problem—it has, among
other things, undertaken the compilation of a master list of tax-
exempt organizations which will permit use of automatic data proces-
sing equipment to fucilitate identification of the nonfilers—its efforts
have been hampered by the absence of an effective sanction for non-
compliance.

Under present law, the willful failure to file any return required
by law is # criminal offense. The penalty provided is imprisonment
not exceeding 1 year and a fine not exceeding $10,000. This criminal
penalty is the only sanction availuble in cases involving the failure to
file foundation information returns. Pluinly, its severity makes it
iuappropriate in most such cases.

To overcome this defect of existing law, the Treasury Department
recommends that private foundations which fail, without reasonable
cause, to make timely and complete filing of a required information
return be subjected to a penalty of $10 for each day of deluy beyond
the prescribeJ filing date. ‘The penalty should be subject to a nmaxi-
mum limit of $5,000. A similar penalty, with a similar maximum
limit, should be imposed upon officers, directors, or trustees res onsible
for filing private foundation returns if, after notice from the Internal
Revenue Service of failure to make a complete und timely return,
they omit (without rensonuble cause) to remedy the defect within
a specified reasonable time. Measured by the seriousness of the
noncompliance in individual cases and sufficiently moderate to be
approprate in situations not warranting criminal treatment, these
sanctions would afford the Internal Revenue Service considerable
assistance in securing adherence to private foundation reporting
requirenents.

1 Commentators upon the probleins of the present section have treated them In a contest wider than
that of private foundations. By restricting its recotmelviation W the area of the present Report, the
Treasury Departinent intends no implication that such v ws are iu error.



APPENDIX A
STATISTICAL APPENDIX

This appendix presents statistical estimates of the operation of the
charitable contribution provisions of present law. It also contains
information on the growth, the present size, and operations of founda-
tions.

1. Historical pattern of total contributions

It is not ensy to determine just what has been the effect, of the tax
rovisions reluting to charitable organizations. One would naturally
ook first at the size of the contribution deduction. This js sum-

marized in table 1 for selected years,

The difficulty of year-to-year comparisons from the data in table 1
is the differing coverage of income tax returns in various years. In
the 1920’s, tax returns covered a far smaller portion of the population
than they did in the 1950's, Also, when the standard deduction was
introduced or increased, many contributors stopped listing contribu-
tions. But with any given standard deduction a smaller portion of
tuxpayers use it, more itemize each year, and thus itemized contribu-
tion deductions go up more than contributions,

Table 2 shows several long-term comparisons of the contributions of
living individuals. So far as the tax-deductible contributions are
concerned, the table shows the figures adjusted to include estimated

duction. These adjustments have been estimated by C. Harry Kahn
for earlier years.! The 1956 and 1962 adjustments were made follow-
ing Kahn’s technique. To provide conce ptual correspondence with
estimated contributions recejved by operating charities, the table also

includes charitable bequests and corporate contributions,
——

1C. H Kshn, “Personal Deductions in the Federal Income Tax,” National Bureau of Economic
Research, Princeton University Press, 1960, Kahn's technique on nonfilers involved applying to their
estimated income the ratio of contributions to income of the low-income filers. The estimate of contribu-
tions by standard deduction takers was based on changes in reported contributions at times when the
standard deduction was expanded.

65
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TaABLE 1.—Amount of charitable deductions on taz returns of individuals, corpora-
tions, and estales, selecled years

{Miilions of dollars)
Year Individuals | Estates! |Corporations Total

1962 , 516 o

io01 3 8 wi2| &
1900. 6,750 $051 482 48,183
1958, 8,004 600 305 6,758
1956 4,878 3534 416 5,827
1054 3,801 3% 314 4,603
1052 3,14 $338 398 3,848
1950 2,200 274 282 2,788
1048, 1,881 206 229 2,416
1046 1,6% 186 211 2,036
194 1,258 22 234 1,004
1042 1,450 185 ] 1,708
1940, 740 143 38 021
1038 414 200 b4 641
1938 390 128 0 58
1034 230 146 N 453
1952 317 101 31 559
1930. 434 23 35 002
1929, 540 154 32 726
1924 533 116 ® 649

1 Estate tax deductions listed for the year in which the estate return was filed.
2 Not available,
3 Interpolated.

Bource: “‘Statistics of Inoome ' exespt corporations before 1836 which are taken from *Natlonal Income,”
1954 edition, Department of




TaBLx 2.—Estimates of contributions to charity, derived from donor and recipient reports, in relation to adjusted gross income, selected years

1924-62
d from do Estimated contributions Ratlo of contributions to
Estimated contributions from nor reports i it . o s utlor
A
Other, f.e., Mm Total contributions
Year Charitable income fon income
h&.l':‘{n: bequectt: C:pomo d"b'om t Total Nelson of Fulgd lndlfivvl’n‘ R
uals on esta ving endowmen Ralisf duals Doaor Reciplen!
tax returns including Counsa‘l estimate estimate
. foundations
a @ [¢)] “w ®) ©) @ 8) ®) (10) i)
Millions Millions Millions Millions Millions Millions Billions Percent Pe-cent Percent
" (O] ® Q@ Q $0.3 $385.0 2.55 (O) ®
$334 $418 $627 806 , 458 6.5 309. 0 2.37 2.88 2.41
274 252 410 5,205 4,344 Q@ 201.0 2,17 2.63 2.17
192 266 262 3,482 2,625 ? 140.0 L7 2.49 1.88
143 38 188 1,623 1,235 1) 70.1 L7 2.31 1.78
108 28 148 1,110 1,018 1 48. 4 1.71 2.29 2.10
ﬁ‘s g \ 177 1,404 ')1,530 g:g ggg }2‘5 2.26 . 2.46
-9, .
® I0) & & & : .0 | 8 S

Col. 5: “Annual Report of the National Bureau of Economic Research,” 1962, p.

S8OURCES 59, interim e Of a research project on estimates of private giving by Raiph Neweo,
Col. 8: Ibid., p. 59. Esﬂnn&o of contributions drawn from recipbgu have mvtonﬂy
uctions in the Federal Income Tax,” C. H Kahn, been made b{ various authors. Cf. discussion in Kahn op. cit., pp. 62-4. Nelson's
. Kahn's technique of adding 2 nt of AGIof estimates are based ugon & more exhaustive coverage of types of mcﬁ;bnu and appear
nonfllers and lm‘geroan: of AGI on returns with standard deduction. to be more reliable. For overlapping years Nelson’s estimates are higher than the pre-
Col. 3: 1929-35, “National lneomo," 1954 edition, Department of Commerce, pp. 212-  vious
2% ngtfﬂh: “suth:‘!? of Income.”* g:}. 3: m;mﬁn‘ U.B.A..';nxm edition. tax of
ol. §: *‘Statistics of In R . 8: usted gross income as reported on returns plus an estimate
tﬂudm( AGI of nonfllers.

Col. ¢: Includes princi an estimate of endowment income of foundations and of unreported AGI
operating charitics, &.u le purposes.

e, eozn made available for charitab
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The other statistical difficulty involves the accuracy of contribu-
tions reported on tax returns. ()"‘Smtistics of Income for Individuals”
includes unaudited data.) Several authorities in the field have
attempted to estimate charitable contributions received by collecting
this information from the charities. In some cases estimates have to
be reconstructed from estimated expenditures of charitable organiza-
tions and changes in endowments. The most relinble of these esti-
mates is a series prepared by Ralph Nelson from which reliminary
figures have been published by the National Bureau n? Economic
Research. Table 2 shows that there has been some relutive growth in
contributions over time. The ratio of contributions of iving in-
dividuals based on tax return data shows a growth from the 1920’s to
recent years from about 1.5 percent of adjusted gross income to about
2.5 percent, roughly an incrense of two-thirds. The other series
suggest much less growth. The recipient estimate for 1930 is con-
spicuously high and probably overstates the actual figure. The
donor figure is inﬂnte(F relative to AGI for 1930 because it includes
bequests from persons whose deaths occurred (and whose wills were
written) in the different atmosphere of the 1920’s.

Table 3 presents more detail on estate tax charitable deductions.
Here the raw data show little trend because of two offsetting tenden-
cies. By 1959-61, due to growing wealth levels, the United States
reached the point where estate vax returns were filed with respect to
about 314 percent of all decedents. The number of returns filed in the
1920's amr 1930’s covered on the avernge about 0.9 percent of the
decedents. At the same time charitable bequests account for a
significantly greater part of the estate for Inrge estates compared to
small estates. The brondening of the estate tax coverage brought in
relatively more small estates where charitable bequests were less com-
mon, thus holding down the contribution ratio.

TaBLE 3.—Charitable bequests reported on estale lax returns

(Dollar amounts in millions)

Charitable bequests Ratio to gross estate of—
Educational, scien-
Filing Gross tific or literary
year cstate institutions Total Other
Total - Religious | Other charitable charitable
bequests bequests
Publicly | Privately
owned owned
Percent Percent
19611 __ £, 362 60 | $683 9.1 7.3
1960 . 14,622 851 £33 1 $80 748 8.5 5.1
1959 ... 11,648 669 3 1z 88 435 57 3.7
1955. ... 7,467 398 ) ) (g (U] 5.3 (6]
1954 ... 7,411 354 ®) u) ( " 4.8 (6]
1051..... 8§, 505 274 (U} ™ (U] ® 50 (U)
1950 ... 4,018 200 17 38 2 120 42 26
1949, . 4, 296 16 ) 35 147 6.0 3.0
1948 ____ 4,74 3 19 K ] - 151 4.7 12
1944, 2,907 22 18 32 16 135 69 46
1939 2,748 178 7 “ 16 11 6.5 4.0
1994, ... 2,244 146 ) ® ( (0 6.5 (6]
1920 ... 3,84 154 ) (6] ( (] 4.0 *)
w4 . 2,350 66 L (C] ( () 28 o

! Top quarter of returns.
2 Not available.

Source: “Statistics of Income”, various years.
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The top line of table 3 shows a computation for estate tax returns
filed in 1961 where the gross estate was over $200,000. This accounts
for about 0.9 percent 0% all decedents and is thys roughly comparable
to the data for the 1920’ and 1930’s.  On this basjs the charitable
bequests, as a percentage of estates, show an appreciable growth,
R(ﬂwrt Lampman’s data’? show that the share of total wealtl; of the
top 1 percent of estate holders declined slightly from the 1920’s
through 19563 This share is, however, quite sensitive to common
stock prices. The fact. that, common stock prices have risen more than
other prices since 1956 would roughly serve to restore the relative
share of wealth held by the top 1 percent. On balance it is likely
that a lurger portion of the property charging hands at death goes into
charitable hands via bequests now than was the case in the 1920’s,
In 1929 the portion might have been 1.5 percent.  Presently, it might

be 3 percent. The growth is sharper when comparison is made with
the early 1920's.

2. Contributions by type of recipient

The data on the ¢ pes of recipients of charitable contributions are
extremely scarce, 'll"'able 3 shows a breakdown by broad categories
for estate tax deductions for various years, Presumably, the category
“other” charitable bequests is made up to a significant extent by
bequests to foundations, Kahn, on the basis of very skimpy data,
guessed that the bequests to foundations in 1952 may have been in the
vicinity of $40 million ¢ A special tabulation of estate tax returns
filed in 1957 and 1959 suggests that the annual bequests to “private”
organizations might have been about $150 mij] ion. The size of
“‘other” bequests has risen from about 60 percent of charitable
bequests in 1939 and 1944 to about 80 percent in 1961. All one can
say is that this is consistent, with a growing tendency to leave property
to foundations, but, the evidence is not conclusive,

he only tabulation of individual income tax charitable contribu-
tions by type of recipient was made for 1962 returns. It is sum-
marized in table 4 which shows the increasing importance of the
contribution deduction in the upper brackets, and particularly, the
increasing importance of the contributions to “other organizations,”
This category covers literary, educational, and scientifie foundations,

libraries, museums, zoos, and other such institutions, including
charitable foundations in general.
—_—

2 Lampman has made the principal analysis of chandzes in the size distribution of wealth holdings over
time. (P{ohen Lampman, ““The Share of Top Weaith Iolders in National Wealth,” 1922-56, National
Bureau of Economic esearch, Princeton University Press.)

3 From about 33 percent to 26 peroent, ibid, p. 24.

4 Kahn, op. cit., p. 223,




TasLe 4.—Individual income taz deductions for contributions for 1962 by type of recipient and by AGI class

AGlIon Amount of deductions (million doliars) Ratio of deductions to A Gl, returns with {temized
retuma"h deductions (peroesnt)
Wi
AGI class {temized
deductions Religious Other Educa- Educa-
ébllllon charitable tional Hospitsls tional
ollars) tions organiza- fnstitu- institu-
tions tions tions
24.9 850.0 139.0 8.0 5.0 200.0 4.8 3.4 0.6 o
88. 4 2.033.0 402.0 2.0 11.0 432.0 a3 23 .5 (O]
85.8 1,124.0 264.0 38.0 15.0 277.0 31 20 .3 0.1
2.1 409.0 134.0 56.0 2.0 179.0 3.3 1.7 .6 .2
10.3 136.0 84.0 76.0 31.0 182.0 4.9 1.3 .8 .7
200,000 to $1,000,000........ 1.94 18.0 2.0 42.0 14.0 103.0 10.3 .9 1.1 2.2
Over $1,000,000............ .66 2.6 5.1 16.2 5.2 61.8 13.8 .4 .8 2.5
Total......ccaaaaan.. 200. 4 4,578.0 1,066.0 274.0 113.0 3 2.2 .8 .1

1 Lesa_than 0.05 percent.

Note.—Totals will not add due to rounding.

Source: Internal Revenue Scrvice, Statistics Division.
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TABLE 5.—Estimated total amount of philanthropic contributions by individuals,
classified by area of service, 1958 and 1954

{In millions of dollars)
Area of service 1952 1954

 BlION e 2,281 2,776
2. Education. _..___ 77771177 114 143
3. Llealth and hospitals.. . 27717777
4. 8ocial welfare________ . 33 465
5. Private foreign aid_._ .~ 44-91 60-139
6. Foundations ... _."" 153 160
7. Miscellaneous. ... eeieenn. 122-138 158-187

DO e 3,206-3, 403 4,043-4,239

Source: C. Harry Kahn, Personal Deductions in the Federal Income Tax, National Bureau of Economic
Research, 1960, p. 218,

Table 5, taken directly from C, Harry Kahn, provides an estimate
of the breakdown by type of recipient of charitable contribution
deductions of living individual donors in 1952 and 1954. Thege

tions is $160 mi ton, or 3 percent of total contributions® This figure
is made up of an estimated $47 million channeled through foundations
and $106 million added to foundation capital.®

Kahn’s estimate of contributions recelved by foundations in 1952,
$40 million from bequests, and $153 million from living donors, alsg
includes an estimated $24 million from corporations. ’lghis is Kahn's
breakdown of $221 million of contributions to foundations in 1952, a
figure estimated by Emerson Andrews (Philanthropic Foundations,
P. 17). This total is only one-fourth the size of the $833 million of
contributions received by foundations in 1962 based on the Treasury
survey in 1964 (cf. discussion infra, and table 10). The higher Treasur
survey figure is due in part to the broader coverage. This remarkabfe
growth over 10 years, however, is an indication of increasing use of
oundations.

This estimate of contributions to foundations in 1962 may be
broken down by sources, as follows:

Millions
CoUeSt, oo 18175
COrPORBIONS. ... [T 2200
Living individuals.._ 77722 7777777 3 450
1B ta| 4 filed in 1957 1
ol m gx(lms: :Ezgal bulation (unpublished) o estate tax returns filed and 1950. The

5 figure
returns was contrihutions to organizations that did not appeal to the genenl publie
mr(u‘r:)(_h. T&Wﬂm wae scaled up to 1962 levels and rounded. Itlnﬂzlmwtknhrlym Ject to esratic
year-to-year chungcs.
? This is the Foundation Library Center’s estimate of contributions received by “company-sponsored*’
undations (“foundations known to have heen organized by a business corporation or or to
have such an organization as 8 direct contributor”). Foundation Directory 2, pp. . The statistie
includes some individual contributions, but the definitjon also has the result of excluding some corporate
coutributjons to Doncowmpany sponsored foundations,
1 Ohtained by subtracting line 1 and 2 from the total contributions received in 1982, as estimated by the
survey,

These components pooled from VArious sources are extremel rough
since the foundation reports themselves do not indicate type oF donor.
The pattern is roughly consistent with the patterns tgg)t Professor
Kahn found for 1952, except that this estimate would mark corpora-

:Eu?luzgi-maw in turn is based mostly on Andrew’s Philantaropie Giving, ef, Kahn, op. cit., pp. 224-8
- P
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tions as more important contributors than they appeared to be in
the earlier year.

Table 6 contains a breakdown of total private giving for 1956 by
both sources and uses. This is Ralph Nelson’s estimate. Foundation
income, as well as the income of endowments of operating charities,
is here shown as a source of charitable funds.

TasLe 6.—The composition of f{rirph: g:’m'lrgg, ;956, donors and recipients, pre-
iminary estimale

{Dollar values in millions}

Sources (donors) Amount | Percent Uses (recipients) Amount | Percent

Living donors (persons and Religious organizations!'. .. .. $3, 569 47.9

families). ................... $7,317 $2.3 || Private primary and second-
Bequests...................... 534 6.0 ary schools. . _..._........... 802 10.8
Corporations...._............. 418 4.7 {| Higher education.............. [12'] 12.5
Foundation endowment in- Secular health.._....._..._.._. 08 10.8
OOMG...oee e evacannnannn 407 4.8 || Secular welfare_.....__........ 1,015 13.8
Other endowment income..... 220 2.5 || Miscellaneous................. 335 4.5
8,596 100.0 7,458 100.0

1 Includes church-supported health and welfare, and excludes parochial schools,
Source: Annua! Report of the National Bureau of Economic Research, June 1962, p. 59.

3. The size and growth of foundations

There are no relinble estimates of the growth of the total wealth of
charitable organizations including foundations. (Such an estimate
would involve, for example, un estimate of the current value of church
buildings.) As to the specific subject of this study, private founda-
tions, there are only isolated pieces of information about the ac-
cumulated financial Y\Oldings; that is, their endowments. One piece
is provided by the periodic surveys of share ownership of listed stocks
undertaken by the New York Stock Exchange. Another is provide
by studies of total assets of foundations.

It is, of course, rather meaningless to point out that foundations
and endowments have been growing. The more important point is
how this growth compares with that of the total economy; that is, has
the position of foundations grown relative to other charitable organi-
zations, or relative to the total private wealth?

The total asset data on foundations are the result of periodic
surveys undertaken by private researchers. The early foundation
surveys were based upon information that the surveyors could glean
from newspaper reports, correspondence, guessing at the importance
of small foundations, and the like. This kind of approach is quite
likely to include the large well-known organizations, but it becomes
very spotty as an estimate of the small ones. Since 1950, these data
have K(een strengthened by the availability of annual information
returns under the Internal Revenue Code from many foundations.

Table 7 contains some information on the available survey-type
information on total asset holdings of foundations. For comparison
these are shown along with an estimate of endowments of institutions
of higher education and of the total value of assets of individuals,
including nonprofit institutions.

The figures in table 7 indicate considerable growth of foundations
relative to the aggregate individual total wealth. The size of foun-
dations since 1930 would seemn to be increasing 17 times while the

-
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aggregate individual wealth was increasing 4 times. The faster
growth of foundations appears to persist throughout the period. The
real question is how reliable the early figures are. 'T'wo conspicuous
defects are coverage and valuation methods,

Coverage.—The Trensury’s 1964 survey indicated that in the aggre-
gate the small foundations do not make much contribution to the
size of total foundation assets. The 1930 st udy, for example, grossly
underestimates the number of foundations, giving a figure of 129,
‘The 1964 Foundation Directory, however, lists 165 foundations which
had assets over $1 million in 1962 and were organized before 1930.
The procedure followed in 1930, presumably, should have identified
and included the large well-known foundations. If the excluded ones
were equivalent to the aggregate of the medium and small groups in
the 1964 figures, it would be reasonable to raise the $950 million
estimate to $1,100 million; that is, by 15 percent, to cover the addi-
tional foundations.

Valuation.—The 1930 study requested only ledger values of assets.
The 1931 study requested market values as well, but only eight
foundations gave both ledger and market values.  For these eight,
the aggregate market value was about 12 percent below ledger value.
Market values of stocks in 1931, however, were only two-thirds of
values in 1930. Assuming that most of the assets were in stocks, it
i8 a guess that the market value of all foundations (i.e., including
thi?li above adjustment for the small foundations) was about $1,300
million.

These adjustments have been very rough. It would be better to
conclude that the value of foundation assets in 1930 was $1-$2 billion.
Even if we take the top of thisran e, foundation assets in the aggregate
have multiplied eight times in value since 1930 while total wealth has
incrensed four times. From the lower end of this range the increase
was 16 times for foundations.

Table 7 would indicate that since 1930 foundations have increased
their share of the total wealth of individug!s from 0.25 percent to about
0.8 percent. If we use the previously derived estimate of $1.3 billion
as tll:e market value of foundation wealth in 1930, the share of founda-
tions was then 0.33 percent. Higher education endowments increased
roughly in proportion to total individual wealth.

Table 8 shows some information on the holdings of stock registered
on the New York Stock Exchange (NYSE). In thea gregate the por-
tion of total stocks registered on the N YSE owned by foundations is 2.6
percent.” The figure would seem to be high in relation to the indica-
tion of table 7 that foundations own slightly under 1 percent of the
total wealth of individuals. The principal explanation is that founda-
tions hold over twice as high a proportion of their wealth (about
two-thirds) in the form of common stock than is the case for all indi-
viduals (about one-third). Further, foundations have a higher pro-
portion of their stockholdings in the form of stocks listed on the N SE
(after the inclusion of Ford stock) than is true of individuals generally ®

T The Ford Motor Co. stock held by the Ford Foundation is a special class of nonvoting common which
is not listed on the NYSE. When the Ford Foundation sells any stock, t e shares to be sold are exchanged
for the listed common stock and delivered. Since the concern of the iinmediate inquiry is the wealth of
foundations, rather than voting power, it ts useful to add the Ford Foundation holdings of Ford stock to

chp listed holdings. Both figures are shown in table 3. The Ford figures were obtained from the Ford
oundation.
? An 8EC study indicated that in a sample of foundatlons, covering 5 percent of foundation holdings, 87
nt of foundation stock investments was In shares listed on the NYBE. “Report of Special Study of
ies Markets,” pt. 11, p. 538,
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Two striking indications from the stockholding data should be noted:
(1) There has been no significant growth in the stockownership of
foundations relative to the total market since 1949; and (2) there has
been & small decline in the share of college and university endowments.

The total share of all tax-exempt organizations (other than pension
funds) was almost unchanged but down slightly.

TasLe 7.—Dala on lotal assels of foundations and higher education endowmenls

{Dollar amounts in billions]
Endow- Total assets
Number Assets of ments of of individ-
Year foundations | colloges and uals
universities !
m ) @ (O]
122 $0.95 $1.3 $380
5056 [1F 771 P a0
1,007 3.57 2.4 Q1
4,164 TN .7 3 PO 1,200
8,202 11.52 5.0 1,670
6,007 14.61 6.4 1,930
16,000 10.26 6.4 1,930

1 This refers only to the endowment in investment assets. Pb 1 plant of colleges and unjversities
also serves as endowments, yielding services rather than cash, If these were jucluded, higher education
endowments would exceed those of foundations.

3 1964 Treasury Department Survey of Private Foundations,

SOURCES
Cols. n(al& and (2):

1930: “American Foundations and Their Fields,” Twentieth Century Fund. The tabulation con-
tained in this report lists foundations with assets of $853,000,000, but 17 of the 122 foundations did not
submit asset figures. The report contains the estimate that for all 122 foundations an asset figure of
$950,000,000 “‘is probably not wide of the mark.”

194¢; “American Foundations for Social Welfare,” Harrison and Andrews, Russell Bage Foundation,

1046, p. 58.
195& «Philanthropic Giving,” Andrews, Russell Sage Foundation, 1953, p. 93,
o b can Foundations and Their Fields,” 7th ed.

1959: “Foundation Directory 1,” Russell Sage Foundation, 1960.

1962: “Foundation Directory 2,” Russell 8age Foundation, 1964,
Col. :3&:

. Office of Education.

1062; “Giving U.B.A,," 1963 od., p. 14, American Association of Fund Raising Counsel,

Col. (4):
1 ) . #“gtudies in National Balance Sheet of United States,” Goldsmith, vol. I1, pp. 124-125. The
1930 figures were interpolated between Goldsmith’s estimates for 1929 and 1932 0n the of aggregate

value oleorporato shares.
1050-62; “'Flow of Funds Accounts,” FRB, Total assets were estimated using observed trend

of ratlo of total to intangible in Qoldsmith’s data.
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TABLE 8.—Estimaled holdings of Ncw York Stock Erchange listed stocks by certain
exempl instilulions

[Dollar wmounts in billions)
DOLLAR HOLDINGS

|
1949 1950 190 1951 1962 1963

Foundations:
Listed 8tockS ..ot 3.1 $1| $53) $.2| $.7 $8.0
Ford stock beld by Ford Foundation............. .9 21 23 31 21 217
Total. oo cicmecccancaran———a. 20 6.2 7.6 10.3 8.8 10.7
College and university endowments. ....ooooooo...... 1.1 2.4 29 3.7 3.3 4.0
Other nonprotit organizations......................... 1.0 3.1 4.4 56 8.0 59
Noninsured pension funds. . ... ....... .5 5.8 (1) 18.9 18.2 3.4
Market value of ull listed stocks 3. ... _............ T.2] 21.3] 300.3 | 390.1] 347.9 .0

PERCENTAGESB!?

Foundations (including Ford stock) . ..............._. 2.6 28 26 26 2.8 2.6
College and university endowments. .....oeeeeea ... 1.4 L1 .9 .9 .9 1.0
Other nonprofit organizations. ... ... ............ 1.3 14 1.4 L4 L6 1.4
Total nonprofit organizations................... 5.3 5.3 48 5.0 4.9 50
Noninsured pension funds._ ... .oomrean..... 9 26| O 4.8 6.2 5.7

1 Comparable figure not available.
8 Includes Ford stock held by Ford Foundation,

Bource: “NYSE Fact Book,” 1963 and 1964. Ford figures obtained from Ford Foundation. The 1949
figure was obteined using the book equity of the Ford Motor Co.

The two sets of data in tables 7 and 8 seem to suggest two different
conclusions about the relative growth of foundations. The total esti-
mates in table 7 suggest a growth in the relative share continuing
through the 1950’s. The stockholding data in table 8, however, sug-
gest a cessation in the growth in the relative share of foundations
after 1950.

The quality of the data available does not admit of any precise
reconcilintion of these two sets of statistics. The early survey was
admittedly incomplete as to coverage of foundations, and this coverage
gradually improved. Also, the later surveys reflected a mixture of
market values and ledger values. The stockholding data are based
on a limited sample.

A large part of the discrepancy is accounted for by the fact that
foundations have a very large portion of their investment in common
stock compared to individuals and even compared to higher education
endowments. Common stock has advanced far more in price in the
last 15 years than other assets. This has been caused by both the

owth 1n dividends and an increase in the price-earnings ratio. The
implications of the stockholding data are that stock investments of
foundations were not growing faster than the stock investments of
other stock investors. All stock investors were gaining compared to

eople who owned just bonds, bank accounts, and insurance. Since
oundations are heavily invested in stocks, this resulted in better than
average growth for foundations, compared to total individual wealth.

If foundations were growing faster than other investors due to either
an increasing flow of contributions or due to a parsimonious policy of
distribution to charity, this should show up in the NYSE data as
growth relative to other stock investors. It is significant that there
18 80 little growth of this sort in the NYSE data.

42-663—65——6
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Another evidence of foundation growth is afforded by recording the
organization dates of presently large foundations. This serves to
identify the 1940’s und 1950’s as the period of rapid foundation growth,
although it is striking that the foundations established since 1950 are
relatively small compared to those establisiicd before 1950. These
data are contained in table 9.

On the basis of the meager evidence available, the following con-
clusions are suggested about private foundation growth:

(a) There was some growth of foundations relative to the rest.
of the economy in the 1930’s and 1940’s. This can be associated
with the adoption of increased progressivity in estate and income
taxes in the early 1930’s plus the charitable contribution deduc-
tion under each tax.

(b) Since 1950, the total wealth of foundations has grown
faster than the rest of the economy, but in this period the faster
growth was probably due to the fact that their principal assets
and corporate stocks were increasing in price faster than other
assets. In terms of values of shares owned, the proportion owned
by foundations appears to have been quite stable.

TasLe 9.—Period of estublishment of 5,050 foundations, by decades after 1900:
by latest asset classes

Latest asset classes

Period Number | I'ercont $10 million $1 million under Less than
or more $10 million $1 milion
Number | Percent | Number | Percent | Number | Percent
Total..__...... 5,050 100 175 100 800 100 4,075 100
Refore 1900......._.. 18 (2) 1 1 9 1 8 (2)
1900t0 1909 ... ... 18 ® 8 5 5 1 5 )
1910to 1919____.__.._ 76 2 14 8 36 4 26 1
1920 to 1929__ 173 3 27 15 65 8 8l 2
1930 to 1939. . 2x8 6 45 26 100 12 143 3
1940 to 1949 .. 1,638 32 54 31 299 38 1,245 32
1950 to 1959 3. 2,839 56 26 15 236 36 2,827 62

1 The 5,050 foundations tabulated bere are those that had at least $100,000 of assets in 1962 and were thus
included in the ““Fuundation Diréctory” and which also provided information to the Foundation Library
Center as to date of organijzation,

? Less than 0.5 peroent.

3 Record incumplete; the frugmentary 1960 —record (45 foundations) not included in table.

Bource: *Foundation Directory,” ed. 2, p. 13.

4. 196 survey of foundations

In 1964 the Treasury Department conducted a survey of certain
financial aspects of private foundations.® The survey involved
initially selecting a sample of approximately 1,300 organizations
whose Form 990-A was available (principally at the Foundation
Library Center office in Washington, D.C.).

Certain parts of the information return, Form 990-A, are required by
law to be made available to the public. The Foundation Library
Center, a private, nonprofit organization, maintains a file of copies of
this public part of the tax return for those exempt organizations which
meet their definition of a foundation. The “Foundation Directory,”

* In the conduct of this survey assistance was obtained from the Internal Revenue Servioe and the Foun-
dation Library Center oflices in Washington, D.C., and New York City.
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edition 2, page 9, published in 1964, explains the definition of a
foundation used by the Center as follows:

For purposes of this directory a foundation may be defined as a nongovern-
mental, nonprofit organization having a prineipal fund of its own, managed by its
own trustees or dircetors, and established to maintain or aid social, educational,
charitable, religious, or other activities serving the common welfare.  Both
charitable trusts and corporations are ineluded, As previously, the new direetory
excludes “foundations” which make a general appeal to the publie for funds;
which act as trade associations for industrial or ot her special groups; which are
restricted by charter solely to aiding one or several named institutions; or which
function as endowments sot up for speeial purposes within colleges, churehes, or
other organizations and are governed by the trustees of the parent institution,
Obviouxsly, many “foundations’ fall in a gray arca, with most of the eharacteristics
of regular foundations but some disqualifications; edition 2 interprets the exclusions
more rigidly than did its predecessor.

The “Foundation Directory” published by the Foundation Library
Center omits “very small” founjnlimls. The files of the Foundation
Library Center do, however, contain copies of the Form 990-A for
many of these very small foundations.

Since the word “foundation” is not technically defined for tax
purposes, there is no ready way to separate those organizations called
foundations from other tax-exempt organizations so far as tax informa-
tion returns are concerned. As a means of obt aining o body of
statistical information, it seemed necessary to utilize the classification
which had been established by the Foundation Library Center. Data
have been added for certain very large organizations which one might
want to define as a foundation where these could be identified.!® No
effort was made to expand the center’s definition in the other size
categories. The Foundation Library Center indicates that their
records show that there were approximately 15,000 foundations,
according to their definition, in existence around the end of 1962,
Of these, an estimated 9,000 were below $100,000 in total assets.

A stratified sampling design was adopted that would produce a
sample of about 1,300 foundations. It developed that the 1962 Form
990-A was available in the Foundation Library Center for only
about one-half of the total number of foundations, This was prinel-
pally due to delays involved in obtaining and reproducing the returns.
The sampling rates for the foundations below $1 million in size were
accordingly doubled, and in the group of foundations with assets size
of over $10 million other sources were utilized to obtain the Forms
990-A for the year 1962 in order to carry out the plan to have 100
percent coverage in this area. Information was taken from the Form
990-A, and a supplementary questionnaire was sent to each of the
foundations whose return was selected. In the aggregate a response
rate of close to 98 percent was realized.!?

¥ Since the particular concern of the present study was private foundations, several conununity foundn.
tions which could be readily identitied' were omitted from the tabulation,

1t Copies of the Forin 980-A (including instructions) and the supplemental questionnaire are attached as
exhibits 1 and 2, respectively.

1 When the initial machine tabulation of results was run, the response rate to the questionnaire was
about 96 percent. Those organizations from which 8 questionnaire was not received were tabulated in a
special category called unclassified.  The results of the inftial run were adjusted in the very lurge category
50 us to shift several foundations from unclassitied to the appropriate donor influence category ot the basis
of the questionnaire when it was received. Furt her, for several tabulations of market value asset data, the
2 percent of questionnaires received aftor the initial tabulations were tuken into account.  In the remaining
cases where negligible effects would be involved, these last 2 percent of questionnaires received were not
reallocated from the unclassificd citegry tabulated.  The total market value of assets of the unclassified
category was calculited. where necessary, by raising the ledger values on stockholdings on the basis of
market to ledger ratios fir stockholdinugs on those foundations reporting market values.
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The discussion in the following sections is based upon a tabulation
of the return forms and questionnaire results. The statistics collected
in the sumple have been blown up to provide an estimate of the data
for all 15,000 foundations. In the tables the small foundations are
those whose assets at the beginning of 1962 were under $100,000.
The mediumn foundations had assets of $100,000 to $1 million. The
large foundations had assets of $1 million to $10 million. The very
large foundations had assets over $10 million.

5. The income of foundations

. In 1962 foundations in the aggregate had $1,065 million of total
income after investment expenses, but including capital gains. Some
material on the aggregate income of foundations is given in table 10.



TABLE 10.—Aggregate income of foundations
[Dollar smounts in millions]

Asset size Percont of douor-related infl over invest- -3
ment policy g
Total Large, |Medium, Over 33 | Over 20 ! E
Very large | $1 000.000 $100,000 Small 50 per- reroent cent | Not over | Unclasgi- 5
over to under cent or ut not uat not 20 fled o
$10,000,000 310,000,000 $1,000,000| $100,000 more over 50 | over 33 | peroent
poroent | percent (-]
wi
n
Number of foundations. 175 800 4.910 B, 980 | 11,000 | 810 100 2,430 ' 528 >
P \ s it o Y e ]

1 83 3 $1 $L7 $1 1 s @@ g

2. 104 35 18 2.1 4 12 [ 91 3] P4

3. 8 67 36 31 125 ™ T 197 6 o

4. 21 14 8 v 18 1 9 14 ®)

5. 39 5 12 1.2 3 5 3 ) 1 =

6. Less expenses of earnin 85 13 11 26 ™ 5 N xN 1 E

7. Net ordinary Income........_..........._.___.__.___ 580 400 13 61 6.2 194 42 31 N7 [}

8. Gains from sale of assets. excluding inventory. . ... - - TCTTTTC 48¢ 434 33 15 1.0 45 14 3 41 2 5

Total net ordinary income plus galns_____.__. aemmccenne ———— 1,083 834 146 7 7.2 239 56 34 74 10 [=]
10. Contributions received (net) 833 290 251 235 57.4 536 o 18 8 13 2
11, ‘Total receip rdinary income, capital gains and contriba. ot
tions recetves) " . o 1,808 1,12¢ 397 ET 6.6 75 86 82 964 P g
GRANTS FROM INCOME - 7 I >
12, Net 603 478 139 68 8.1 233 ) 30 3l LI, |
13. Cost of distribution. 64 3 16 1 .8 20 ) 2 3 1 =
14, Gross....._. 757 814 155 ™ 89 283 “ % o y a8
GRANTS FROM PRINCIPAL T
18. Net. .. .o 239 32 68 111 28.1 174 11 ] 41 L g
18. Cost of distribution. ... 18 1 5 7 2.8 4 2 3 L) LI 4
17. Gross. 258 33 73 118 30.6 178 12 L 4 13 g
18. Total grants. . 1,012 547 223 197 .5 e 56 0| n Z
ld otsn!es otf reeelpu from related and unrelated business activities lees cost of goods Detalls may not add to totals due to rounding. -3

805 Lor O operatio Source: 1964 Treasury Department Survey of Private Foundations, ) ")

Less th mssoo
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Some summary figures on income and outgo of all foundations are
viven below.  The total is shown with and without the Ford

Foundation.
| Dollar amounts in millions)

5 Total, 1 Total,
. inchuding excluding
i the Ford the Ford
. Foundation | Foutnlation
Net opdinary incote ! S50 444
Capital gats . . .. . i sing $157
Total incumne A, e e . 1. RS Wil
Grants ot of carrent and accumulated income ? $357 LUNT)
Caontributions peacived X34 il
Grants ent of principal ! | 255 $2R5
Net worth dedger valuesy . .. $10, 050 £, 40
Rate of retum tontinary income) on kedger values average beginning and ‘
end of year) (ureenty o S A . ) 56 54
Net worth tinarket v aluies) $15, 450 $12. 430
Rate of retarn on iarket vatues eeveluding eapital can) (pereent) . ! a7 3.6
Rate of grant< to market net worth wnd of year) tpereent) . i 6.5 6.3

t Inchudes direet expe adituee on charitable purpeses and costs of making grants.

The total income of all foundations in 1962 was greatly affected by
the laree capital gains realized by the Ford Foundation.

If the Ford Foundation had realized capital gains only in the same
relationship to total assets as all the other foundations, the aggregate
income of foundations would have been reduced by almost $300 million
to about $780 million.

In the ageregate Foundations made grants of $693 million which
were reported as coming out of income. These grants involved a
distribution cost of $64 million, and consequently, $757 million was
spent in making distributions to charitable beneficiaries from current
and accumulated income, about $320 million less than the current
income including capital gains. (About $230 million of this excess of
current income including capital gains over distributions eame from
the Ford Foundation, where there were relatively larger capital gains
as defined above of about $300 million.)

During 1962, foundations received additional gifts of $833 million.
In addition, the returns indicate that $239 million of grants were
made to charitable beneficiaries from principal. These grants
involved a distribution cost of $16 million, and thus, $255 million
was spent making distributions from principal. In the aggregate,
all grants including distribution costs exceeded current ordinary
income by about $430 million.

The following is offered as a way of getting these aggregate statistics
into some general perspective; other perspectives are possible. In
1962, if capital appreciation is temporarily left aside, foundations
earned ordinary income of $580 million. At the same time the
total outlay on grants, including distribution costs, was about $1,100
million, or about $520 million more than the total ordinary income.
At the same time, foundations received contributions from outsiders
of $833 million. Out of current ordinary income and contributions
(i.e., excluding capital appreciation and realization of capital gains)
about $300 million was set aside for growth of the foundations. This
arfnounted to just about 2 percent of the net worth at the beginning
of 1962.
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In addition to this current income, foundations were able to enjoy
some appreciation of their wealth holdings. T tuke a longrun view
of this, the matter of how much of this appreciation oceurred or was
realized in 1962 may be put_uside in order to concentrate on the
expected value of the appreciation itself. About two-thirds of the
current market value of the ussets of foundations was repre ented by
investment in corporate stock. Qver the long run, it is not unrealistic
to expect corporate stock to appreciate in valye at a rate of about 5
percent a year.”  With about two-thirds of the nssets invested in
common stock, the annual appreciation on totl ussets in the long
run ought to be about two-thirds of 5 percent or about 3 percent u
; year.  This when combined with the previously enleulated 2 percent
‘ of net worth addition from current operations und contributions would
' indicate a rate of growth for the existing foundations of about 5
percent a year.  This is itself in line with the common expectation
of the growth in the grors national product, and if all foundations
taken together grew at this rate, they would simply maintain their
present relative importance compared to other wealthholders. They
would neither get comparative ¥ larger nor smaller.  Foundations
with their heavy investment in common stock would still gain if
stock prices advance relative to other prices, or would lose ground if
stock prices fall.

As was seen in the prior analysis of the New York Stock Exchange
data, foundations do not appear to have changed their relative share
of stockholdings since 1950. 1t was also argued that much of the
growth of foundations’ share of total wealth relative to the rest of
the society could be explained by the abnormal capital appreciation
in their major investment, stocks, since World War I1. The foregoing
analysis of the 1962 income account does not purport by itself to
show that foundations will not expand relative to the rest of the
economy. It indicates that in a general way the 1962 income nccount,
seems to be consistent with the New York Stock Exchange data
suggesting no significant growth of foundations in the aggregate rela-
tive to the rest of the economy.  With the kind of investment port-
folio foundations have, normal capital appreciation will be about 3
percent a year. Foundations in the ageregate, by retaining in 1962
out of new contributions and income (other than capital gains) about
2 percent of their net worth, grew at a rate equivalent to the rest of
the society.™

It should be quickly added that much of the annual contribution
is for newly established foundations, 1If foundations, taken in the
aggregate, are not to grow at a faster rate than the rest of the societ v
while new foundations are being formed, then existing foundations
will have to grow at well under 5 percent a year.

Also, it should be added that it is not here proposed that founda-
tions in the aggregate should grow at exactly the same rate as the
private sector. This analysis only goes to throwing some light on
the rate of growth that does exist,

B This is consistent ::n‘i'c! the aggregate value of corporations increasing in proportion to the aggregate

profit of corporations, h ought to increase in proportion to the gross national product, which is com-
monly expected to increase at ahout 5 pereent a vear,

1 Clear| {, many foundations accumulated more of this out of ordinary income and contributions. If we

examine all foundations except Ford, the accumulation out of ordinary income plus contributions was
4 percent of market value,
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As will be seen from table 10, about two-thirds of the ordinary
income of foundations came from dividends. The bulk of the re-
mainder came from interest. Only 10 percent came from rents, and
only 1 percent from the direct conduct of business activities. The
relative shares of different sources were about the same for various
size foundations with the exception of the small foundations where the
dividend portion of the ordinary income was only about one-half,
and the profit from direct business activity was about one-quarter.
It should be observed in table 10 that the data with respect to small
foundations are given in tenths of millions of dollars compared to the
other statistics which are given in round millions of dollars. An
additional decimal point is carried for the small foundation data only
to give a better perspective of the relative size of various entries.

6. The wealth of foundations

Table 11 summarizes some bulance sheet and related wealth infor-
mation for foundations on the basis of the 1964 Treasury survey.
In terms of the values which foundations carry on their books, gen-
erally the value when contributed or cost if acquired later, but some-
times market, the total assets of foundations were $11.6 billion,
and the net worth was $10.9 billion at the end of the 1962 reporting
year. In terms of the foundations’ estimates of market values of
their assets, the total assets were $16.3 billion and net worth was
$15.5 billion. About two-thirds of this wealth was owned by the
largest 175 foundations each of which exceeded in size $10 million
measured by total assets at book (or ledger) value. The small
foundations, those with assets under $100,000, comprising about 60
percent of all foundations, held slightly less than 2 percent of the
assets of all foundations.



TABLE 11.—Assets of Joundations, beginning of tax year 1962

[Dollar amounts in millions) -3

=

m

Asset size Percent of donor-related influenco over Investment policy ;

(]

Total Very large,| Large, Medium, Small, Over Over =

over $1,000,000 to| $100,000 to under 50 percent | 33 percent, | 20 perceut, | Not over Unclassiied o

$10,000,000 | $10,000,000 $1,000,000 $100,000 or more not over not over | 20 percent )

50 pereent | 33 percent ™

=

Number of foundations...._........ aeecccsccmcsacceas 14,865 178 800 4,910 8, 880 11,000 810 100 2,430 823 ;
-3

24

LEDGER VALUES, END OF THE YEAR =

'1‘

LCash...__._._._._ ... $443 $110 $124 $166 43 263 31 21 $109 sie A
2. Accounts receivable. __ 850 12 1 25 4 N 1 ) 14 4 =
3. Notes receivable_ ______ .. ____ -~ 189 118 30 35 ] 117 32 18 21 (1) M
4. Mortgage loans_ _______. 149 63 61 19 (] 60 13 ) v 1 ~
5. Corporation stock...._._.. 6, 529 4, 409 1,237 783 100 2,620 488 249 3,072 103 (=]
6. Other assets 2__ _ ___. 5,119 3,174 1,085 744 104 1,728 351 264 2,737 35 =
7. Totalassets. ... . - TTTTTTTTTTTmmmmmmen 11,648 7, 583 2,832 1,827 208 4,345 839 815 8, 500 138 -3
LIABILITIES i 3

8. Accounts payable . 17 8 6 3 ") 8 1 1 7 1 ha)
9. Grants payable 524 488 31 5 0} 75 10 20 19 (l; =
10. Bonds, etc., payable. - - 137 3 32 14 8 101 4 11 2 @ -
11, Other ilahllmes.-. - 114 83 42 18 4 “ 3 2 64 1 >
12. Net worth (L)... weman cane 10,856 6,961 2,221 1,477 197 4,120 821 481 8,297 130 (<]
m

MARKET VALUES, END OF THE YEAR 3

(=]

13. Corporation stock o) 10, 806 050 1,783 953 108 3,880 860 648 8,331 10 b
14. Total assets (M)...... 1&282 1?1331 2,940 1,773 218 38, 664 1,270 43 8,180 201 g
15. Net worth (M) - 15, 470 10, 709 2,829 1,723 209 5,438 1,202 911 7,008 1% =
L

(=]

! Less than $0.5 million. Source: 1964 Treasury Department Survey of Private Foundations. 7

2 This is almost all bonds. 7]

€8
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In slightly over two-thirds of all foundations by number, the donor
or persons related in some way to the donor made up 50 percent of
those trustees who take some voice in investment policy, including the
decision of how much of the currently availuble funds will be re-
invested and how much will be applied to charitable purposes. (A
trustee whose sole participation involves selecting which charitable
activity gets the money was not taken into account.) Foundations
were classified by the portion of trustees who participated in invest-
ment policy, as defined above, who were reluted in any way to the
donor, including his lawyers, his accountant, distant relatives, and
employees. The number in each clussification would be affected
very little if a narrower definition of donor-related trustee were
utilized, since in most cases the influence was exercised throueh
immedinte family members on the board. In dollar terms the
foundations with less than 20 percent influence were slightly more
important than the foundations with 50 percent or more donor
influence because of the presence of some very large foundations, such
as Ford in the former category.

Foundations have extremely little indebtedness.  Excluding grants
payable, the total liubilities of founduations amount to barely more than
2 percent of ledger assets.

7. Certain ratios with respect to foundations

Table 12 classifies the foundations by certain ratios involving
grants, income, and assets.  The table gives estimated figures for all
foundations, that is, the sumple portion of the survey was blown up.
The first four banks of the table show the ratio of grants to various
sources of income. ‘The next four banks deal with various ratios of
income to net worth. The last two show ratios of grants made to
net worth. In the aggregate the average ratio of ordinary income
(net) to book value was 5.6 percent and to market value 3.7 percent.
The average rates of total income (ordinary income plus capital
gains) to book and market values, respectively, were 0.6 percent
and 6.8 percent.  Grants were on the average 172 percent of ordinary
income and 94 percent of total income. They were equal to 120
percent of contributions received and 53 percent of total sources
(total income plus cantributions received). On the average, grants
Werel 10 pereent of book net worth and 6.4 percent of market net
worth.



TABLE 12— Distribution of number of foundations by rarious ratios

Percent of donor-related influence over investment policy ’ Asset size -
All founda- : , i - : =t
tions Over 33 Over 20 Very large,:  Large, ¢ Medium, small, >
50 percent percent, pereent, Not over Unclussi- over 1,000,000 to, $1K,(K) to under n
or more not over not over 20 percent fied $10,000,000 | $10,000,000 f $1,000,000 ! $100,000 o~
50 percent | 33 percent , | =
! el B -

i 1 ]
Total b e 14,850 10, 990 810 100 2,420 530 ' 104 r Nx 4910 | S -
: — 3
Ratio of grunts (gross) to total income tordinary income plus capital gatns) ;
- . - -3
Below 25 percent. ...._..._...__..____._.._ ... .. 880 410 50 10 | 380 | 30 ! s 30 80 | a0 =
25 to 50 percent. . ... 430 240 30 0 160 1 14 ' o ) 10 o,
50 to 100 percent.... 2.070 1, 290 180 20 1 520 an ! 74 20 o ™) 7,
100 to 150 percent.. . 1, 680 1, 140 120 a0 300 | 80 51 i U MO ! 60 -3
. Overls0percent_.. __ . _______ """ . 5,810 4, 680 200 50! e | &y 19 | P 3,150 ! 3, 300 =
No computation (total income zero or negativ 3, 980 3,241 =30 10 ’ 3 i 170 ; 1 | 40 i 4w i 3, 4t ~
Rutio of grants (gros) to ordinary income §
e e -]

i ] ! | '
Below 25 percent....._............._._______ 700 310 40 10| 320 | 20| 3l 20 . 140 | 0 O
25 t0 50 percent. 260 130 30 0i 100 | 10 3 L 160 | 4
50 to 100 percent. ... . 1,960 1,220 180 10 : 520 | 40! 62l 240 0 700y
100 to 150 percent.._.. z 1, 720 1.110 120 | o | 40 | w0 ay w0 H70 a0 3
Over 150 percent..._.. ... ____._ . __° 6, 680 5, 440 210 | 50 | 740 | 25%0 33 J20 2,500 | 3. 840 -
No computation (ordinary income zero, of nega- ! X ] ' . : i -
3 ) O 3, 500 2,780 230 ! 10 330 150 4] 20 320 3.160 :
i ! i . =
Ratio of grants (gross) to total sources (total income plus contributions recelved) g
: f T ' T T T T An .’V—.A: r
Below 25 percent. ... 2,020 2,020 160 20 40 | ~ | T 100 | wio | Lo
25 to 50 percent.__. 2, 260 1,750 110 0 340 60 | 4 110 { 70 | 1160 =
50 to 100 percent... 4. 100 3.010 200 a0 700 140 RS | 340 1. 440 2,240 >
100 to 150 percent. . 2,010 1. 430 150 20 340 70 . 33 140 610 | Lo =
Over 150 percent........._______ __  TITTTTTTTC 2,350 1,820 130 10 | 260 120 | ! ! 70 Lewt
No computation (total sources zero or negative).. 1,220 960 60 | 0 130 60 | 1 i 20 | 170 1,020 D
. N N —_—— = mTT _.."::l_ B e e e S u;

See footnotes at end of table, p.87.
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TABLE 12.—Distribution of number of foundations by various ratios—Continucd

Percent of donor-related influence over Investment policy

Asset siso

Over 33 Over 20 Very large, Large, ' Medium, Small,
50 percent | percent, percent, Not over | Unclassi- over $1,000,000 to; $100,000 to under
or more not over not over | 20 percent fled $10,000,000 | $10,000,000 | $1,000,000 $100,000
50 percent | 33 percent
|
............... 10, 990 810 100 2,420 530 164 800 I 4,010 8, 980
Ratio of grants to contributionsrecetved
Below 25 percent........cocoeeeooooo.. ccememamenn 2,010 1, 530 60 10 360 50 [} 60 ! (%1} 1,30
25 percent to 50 percent... 1,770 1,370 130 1 240 4 7 [ axo) 1,020
50 percent to 100 percent.... 2,620 2,220 80 20 230 70 v 70 850 1, 700
100 percent to 150 percent... 1, 550 1,240 100 4 150 50 8 L) o) 1,0x
Over 150 percent. ... ..o e 2,060 1, 460 100 20 3w 80 Sn 250 730 1.0
No computation (no contributions received) 4,850 3,180 330 40 1, 060 30 b} 0 1, 500 2, Y
Ratio of total {ncome to book net worth
'otal Income negative... 990 800 70 10 50 50 1 20 370 600
3,600 2, 940 160 10 30 140 7 . ) 400 3, 160
3 peroent........ eesmsecescacoceenann ececmsann 2,830 2,005 150 10 470 110 11 100 1, 060 1, 680
4,730 3,350 260 50 950 110 63 360 2,040 2, 20
1,260 890 90 20 260 10 85 180 50 H0
1,150 730 60 10 0 w 24 100 40 5d)
310 190 20 (1] 80 20 1 10 60 240
Ratio of total income to market net worth
Total income negative, 990 800 70 10 50 50 1 20 370 600
t 3, 640 2,920 190 10 37 140 7 ] 390 3,200
3,270 2,440 160 20 530 110 n 140 1, 280 1,820
4,620 3,240 270 30 850 120 80 420 1, 9890 2,120
- 930 690 50 3 180 3 b 100 H <20
Pereent. ... cecienecaacean 1,150 720 50 4 300 80 1l 0 450 620
No computation (no market net worth) 260 170 20 0 50 1 200
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Total el c—eeean R 14,850 10, 990 810 ' 100 %420 I 530 164 800 I 4,910 J 8, %0
Ratio of ordinary income to Look net worth g
™
!
Ordinary income negative 440 260 50 10 60 30 ! 0 10 22X 180 §;
0to 1 percent.. 3,840 3, 160 170 10 370 130 | v 20 430 3,380 o]
1 to 3 percent. 3, 600 2,720 160 50 550 160 15 140 1,330 2,120 =
3 to 6 percent. . 5, 280 3,720 310 15 1,070 140 87 450 330 2,400 "t
6 to 10 percent. 840 850 80 3 170 30 | 40 110 310 I
Over 10 percent... ... 570 400 20 10 120 20 12 -] 20 20 =
No computatio 310 190 20 0 80 20 1 10 60 240 Eg
Ratio of ordinary income to market net worth é
1 by
Ordinary income negative. . 440 260 50 10 60 30 0 10 220 180 te
Otolpercent ... ______ . 3, 580 3,150 200 20 390 130 10 30 420 3,420 Z,
1to3 percent.. ____ . - 4,140 3,120 190 50 640 160 “ 20 1,540 2,340 -
3to6 percent_ .. _ . " 4, 990 3, 500 280 2 1,020 140 90 460 2,260 2,180 )
6tolOpercent ... ____ . 570 390 50 4 100 30 16 40 210 30 &)
Over 10 percent 620 420 10 10 160 20 3 30 220 380
No computation 170 20 0 50 20 1 20 40 200 8
Ratlo of grants to book net worth 5
V4
1,370 730 120 20 450 80 '] 20 280 1,060 ]
1,470 1, 000 110 20 250 60 14 90 430 740 =
2,810 1,890 190 10 870 60 ! 64 280 1,420 1, 040 -
1,820 1,410 80 10 250 70 | 4“ 170 860 M -
7,070 8,780 300 40 680 270 | 30 20 1,660 8,160 :
310 190 20 0 80 20 1 I 12 60 240 =
Ratio of grants to market net worth g
1J
Otolpercent..... ... ... . 1,440 730 120 20 510 50 9 kL] 280 1,120 =]
1to3 percent.... ... . 1,820 1,200 160 2 380 80 3 160 810 20 >
3to6percent. .. _____l0° 2,50 1,850 190 10 630 60 76 80 1,350 1,040 ﬂ
6to10percent.._____ ... 7" 1,710 1,3%0 40 2 0 60 - 140 810 40 o
Over 10 percent .- 177 7TTTTeen 6,880 5, 660 270 0 70 20 11 190 1,620 8, 060 ]
No computation (no market net worth) 260 170 2 [} 50 2 1 ) 40 200 ®
! Differs slightly from number in Tables 10 and 11 because this table excludes about 10 Source: 1964 Treasury Departinent Survey of Private Foundations. fo%e)
large foundations for which dat. were not available when this table was prepared. -3
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8. Frequeney of certain transactions

Tuble 13 summarizes the answers to a number of questions a~ked
on the Form 990 A concerning the occurrence of various transactions
between the foundation und a substantial donor, and various persons
reluted to the donor.

Under present law, the transactions involved in question 2 might be
considered prohibited transaetions, a cause for denial of the charitable
exemption, only if the price involved in the trunsaction was not an
arm’s-length price. The guestion is desizned to call the attention of
a revenue agent to a particular transaction that might need to be in-
vestizated further. A foundation answering “ves” to any part of
this question does not indiet itselfl as having forfeited its exemption,
but it is possible that some of these transactions go unreported in
order to avoid having questions raised by revenue agents.  Because of
this possibility the answers to question 2 on table 13 may understate
the frequency of these transactions.

The answers to question 3 on table 13 are in response to a question
on the supplemental questionnaire, relating to the occurrence of trans-
actions between the foundation and its officials (and parties related
to such officiuls).  Present law does not contain a specific prohibition
on these types of transactions.  Occurrence of one of the listed trans-
actions between a foundation and an official, or a party related to an
officinl of the foundation would be indicated by a ‘“yes” answer to
that part of question 3.

Question 4 dealing with holdings of 10 percent or more of any class
of stock was also taken from the supplemental questionnaire.

TABLE 13.—Responses lo queslions concerning cerlain transaclions, elc.

. ! . .
1. Did you hold any real property for rental purposes with respeet to which
there is an indebtedness ineurred in acquiring the praperty or in making improve-
ments thereto or which was acquired subject to a mortgage or similar lien?

[In pereent)

| Yes No No answer
Total __.___...... 1.2 97.1 0.7
Very large 3.7 9.1 4.3
large. . . 3.5 95.5 1.0
Medium_ . ... oo L . .. 2.6 96.4 1.0
small, .. ... . ... B .2 99.4 4
Donur influence 5 pereent or over . e el 1.1 94.6 4.3
Donor inuence undor M pereent, Gver 20 pereent ... .4 9.3 1.2
Ponor influcnce Lot over 20pereent ... ... eiienan 2.1 96.0 1.9
Unelassified . . ..o .ol - 2.3 9.7 0
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2. After July 1, 1950, did—
The creator of your orgauization, or
A contributor to your organization, or
A brother or sister (whole or half blood), spouse, ancestor, or lineal deseend-
ant of such creator or contributor, or
A corporation owned (50 pereent or more of voting stock or 50 pereent or
more of value of all stock) dircetly or indireetly by such ercator or contributor
(@) Borrow any part of your income or corpus?

[In prreent)

‘ Yes No No answer
Total .. ! 09! Wl 0.9
Very large Tt ol T ! | .4 4.3
Large. =~ . e e 1.5 .0 h )
Mediam. T 1.6 ur.2 1.2
Smatl. . T P e .4 .2 .4
Donor influcnce 8 percent or over . e, | 1.3 o] 4
Donor influence under 50 peroent, over 20 pereent .1 w7 1.2
Danor influence nog over 20 pereent .. & 97.0 2.1
Unielassified .7 77T 0 100.0 0

T e

(b) Reccive any compensiution for personal serviees from you?

{In percent)

I Yes , No ‘ No answer
 Nerylare I 55 w3 i3
erylarge. ... .. ... . X 3
........ 4.0 94.0 2.0
.......... 24 90. 4 1.2
.................. .4 9.0 .6
Donor influence 50 percent or over. . _ 1.4 98.0 .7
Donor influence under 50 percent, over 3.8 04.9 1.2
Donor influence not over 20 percent._. ____ .7 97.2 21
Unclassified .2 9.8 0
(¢) Have any part of your services ot assets made available to him?
(In percent)
Yes No No answer
0.2 08.8 L0
L2 3.9 49
1.0 97.0 2.0
.4 8. 4 1.2
............................... 0 9.3 .7
Donor influence 50 percent or over.._____ - .2 99,1 i
Donor influence under 50 percent, over 20 perce 4 98.3 L2
Donor infiuence not over 29 percent ) 97.9 21
Unclassified..._________ =~ " 0 100.0 0
! Less than 0.05 percent.
(d) Purchuse any securities or other property from you?
(In percent)
Yes No No answer
1.4 9.7 0.8
2.4 927 4.9
4.5 93.5 20
2.6 5. 4 1.2
.4 99,2 .4
Donor influence 50 percent or over L9 97.5 .6
Donor influence under 50 percent. over 20 percent.. .5 .3 1.2
Donor influence not over 20 percent......____.____.... 0 97.9 21
Unelassified.... ... " 777 s —————een .2 98.2 0
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2. (¢) Sell any securities or other property to you?

{In percent)
Yes No No answer
TOMAl. oot 4.2 .9 0.9
Nery Large. e 49 9.2 49
......................................................... 7.5 925 20
ModiUIn . o recr e 59 .7 1.4
Bmall..._........... e eeememeeeeasmeemeee ceseecemmee——— 29 6. 7 .4
Donor influence 50 percent of over....... e 5.0 9.3 .7
Doanor influence under 50 percent, over 20 percent.. . 53 3.5 1.2
Donor influence not over 20 percent .8 ¥7.0 21
Unclassified. oo oen oo .2 3.8 0
() Reccive any of your income or corpus in other transactions?
{In percent)
Yes No No answer
Motal. . e 0.4 8.7 0.9
Nery Jarge. oo 1.8 43.3 4.9
B e e oo e eceem e ammaemecmiean s ameeamraneme - 1.5 496.0 2.5
Medium.. e 1.0 97.6 1.4
Bmall. . e .0 99.6 .4
Donor influence 50 percentorover. ... ... ... ..., .4 98.9 .7
Donor influence under 50 percent, over 20 percent........... - 4 68.3 1.2
Donor influence not over 20 peroent...... ... ..o ... .6 97.3 2.1
Unclassifled... ..o 0 100.0 0

3. During the period covered by your 1962 Form 990-A, did—

Any of the officials of your organization, or

The brothers, sisters, spouses, ancecstors, or lineal descendants of the

officials, or

Corporations owned (50 percent or more of voting stock or 50 percent or
more of value of all stock) directly or indirectly, by the officials, or
Partnerships of other unincorporated business ventures in which the
officials owned 350 pereent or more of the capital interests or profits interests—
(a) Borrow any part of your cash, securities, or other property?

[In porcent})

Yes No No answer
0.3 a7 15.0
3.0 94.5 2.4
0 97.0 3.0
.4 95.1 4.5
.2 4.2 5.6
Donor influence 50 percent or over ... .. .. ..ceciniann.. .4 98.2 1.4

Donor influence under 50 percent, over 20 percent............. .2 99.8 0
Donor influence not over 20 percent_ ... .. ooooiniiiaa. .1 96.9 3.1
Unclassifled... oo 0 0 100.0

1 Includes cases where no questionnaire was received,
(b) Lend any cash, sceuritics, or other property to you?
[In percent)

Yes No No answer
Motal. . s 1.6 3.5 15.0
Very arge . i e .2 97.4 2.4
ng‘ ....................................................... 1.5 5.5 3.0
Medium.. e 2.0 3.3 4.7
Bmall. . . e iiiiiaeoo. 1.3 93. 4 5.3
Donor influence 50 percent orover............... 2.0 96,7 1.3

Donor influence under 50 percent, over 20 percent 1.1 80.9 0
Donor influence not over 20 peroent.._ N ) 96.9 3.1
Unclassified. . ..ooooo oo ciicees 0 0 100.0

1 Includes cases where 10 questionnaire was received,
1 Less than 0.05 percent,
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3. (c) Have any part of your services or assets (other than compensation for
[u-rslonal?sorvia-s reported on schedule A of your 1962 Form 990-A) made available
to them

l {In Percent]

No No answer
Total. ... .. , o7 151
Verylarge. ...l B 9.5 2.4
Large . .. P .5 9.5 30
Mediwi.. ... DT e .4 %9 4.7
8mall e e F 0 | X ] 5.6
Donor influence 50 percent or over . ... ... .2 9.5 1.3
Donor influence under 50 peroent, over 20 pereent . . .4 9.6 0
Donor influence not over 20 percent. ... ... . 0 94.1 3.9
Uneclassified.. ... [Tl 0 | 0 100.0
1 Includes cases where no questionnaire was received.
(d) Purchase any securities or other property from you?
[In percent]
Yes No No answer
0.6 0.3 18,0
0 97.6 24
1.8 95.8 30
.6 9.5 4.9
mall 4 04.3 5.3
Donor influence 50 percent or over .7 9.8 1.5
Donor influence under 50 &ercent. 0 100.0 0 !
Donor Influence not over 20 percent .4 9.9 2,
Unclassified. .. 0 0 100.0
1 Includes cases where no questionnaire was received,
(¢) Sell any securities or other property to you?
{Tn percent)
Yes No No answer
T Blomow
bol At - = 0 97.0 30
Medjum. L6 9.5 4.9
Small. . .9 93.8 53
Donor influencs 50 percent or over. . L2 9.3 LS
Donor influence under 50 percent, over 20 percent... .——- .2 9.8 0
Donor influence not over 20 percent......_.______........ooo. L2 96.1 2.6
Unclassified. . ...........______.... 0 0 100.0

! Includes cases where no questionnalre was received,

u (f)? Receive any of your cash, securities, or other property in other transac-
ions
[In percent}

Yes

S

No answer

PO e L3N o0

Total. .. ... eeeeae, s (li

=Nk,
COCCO M

oXBSRERRY
Om dWOCORD

Unclassified.....__ cemcereresomcncsnccesmeonranannn 1]

8

! Includes cases whete no questionnaire was received.

42-663—65——7
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4. During the period covered by your 1962 Form 990-A, did your organization
bold 10 percent or more of any class of stock in any corporation?

O WOVOR®

(In percent)

Yes No No answer

1.3 8.9 3

Very large “.6 5.0 2
2.4 7.8 2

1.0 88.1 3

Small 33 217 4
Donor influence 50 peroent oF OVES. ... ccuceecevvacmaccocncons 88 9.2 .
Donor influence under 50 t, over 20 percent........ ... 6.9 .1 0
Donor influence Dot over 20 Peroent......ccccacenrncacaceccnre 3.0 96.2 .
Undclassified . 0 0 100

Source: 1964 Treasury Department Survey of Private Foundations.

9. Foyndation payout ratios to assets

Tables 14 and 15 expand upon the information contained in table
12 as to the relationships between grants and net worth of foundations
and between ordinary income ans net worth. Table 14- shows the
percentage of foundations whose total grants are equal to or less
than various percentages of net worth. In the top line, for example,
the table shows that 10 percent of all foundations in 1962 paid out
as grants, including the cost of distributing grants, 1 percent or less
of their market net worth. An additional 12 percent of foundations
paid out more than 1 percent but less than 3 iercent of market net
worth. Combining these groups, as is done in the table, 22 percent of
all foundations paid out 3 percent or less of their market net worth.
Forty percent of all foundations paid out as grants 6 percent or less
of their market net worth. It would aspear reasonable to interpolate
between these figures, and thus it could be estimated that 25 percent
of all foundations paid out as graits less than 3)4 percent of market
net worth. These ratios of grants to net worth are tabulated for
various degrees of donor influence and for various sizes of foundations.

Table 15 provides similar information about the relationship between
ordinary income and net worth. -Of all foundations, 3 percent had no
ordinary income. An additional 26 percent had ordinary income
between zero and 1 percent of market net worth, making 29 percent
that had an ordinary income rate of return of 1 percent or less. A
total of 57 percent had a rate of 3 percent or less, and only 10 percent
had a return of over 6 percent. Generally, foundations with high
donor influence had lower rates of return than other foundations.
Similarly, large foundations had better rates of return than small
ones. (YMany small foundations, which operate as conduits, normally
hold their assets in cash.)
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TaBLE 14.—Percent of foundations in various calegories whose lolal grants were
less than certain percenlages of net worth

Foundstions whaose grants were less than—
lper- | 3per- | 6 per- {10per-{ 1 per- | Sper- | 6 per- | 10 per-
cent— | cent— | cent— | cent— oent— | cent— | cent— | cent—
of market net worth of book net worth
All foundations 10 2 182 [ ] 19 8 5
Foundatioas
influence—
Over 50 t 7 18 /) a7 16 3 ]
33 percent o 50 percent 18 35 5 64 18 23 51 o1
“20 peroent to 33 percent n I ] 87 ) 21 41 82 8
0to20 t 2 14 ] 2 19 0 » [
Vaylarge. ...~ 007 [3 2 7 (] ] 14 54 81
la.m ..................... 4 b)) 57 7 2 14 49 0
slmaum """""""""""" xg 2’1 g 3 13 %8 g g
All foundations except small:
Total...... . . ... 2 81 68 18 48 68
Foundations with donor-relsted
uence—
Over | I 4 2 48 U 4 16 4% 64
20 percont to 50 percent .. 10 » 68 “l° 10 2 87 72
0to20 | S s —-u.\oo n 8 19 58 n

! The remaining 48 t of foundations conibuted 10 peroentor more of their market net worth, 60
peecent contribu Peroant or more, 78 percant contributed 3 more, ete. '

which are organi impl i ntributions and more or less
immediately distribute thess % charitable reci})ient,s. These founda-
tions are likely to have very liftle in the way of net worth, and almost
necessarily their ratio of total grants to net worth would be very
high. One device for separating out many of the conduit foundations
is to eliminate from consideration all foundations with total assets of
less than $100,000. The resulting calculations are shown on the
bottom four lines of table 14. Loo ing at the line for the total of all
foundations with assets of over $100,000, it will be seen that the
percentage of foundations that distributed in grants less than 1 percent
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of market net worth is only 5 percent. The percentage of foundations
distributing less than 3 percent of market net worth is 22 percent
whether or not the small foundations are included. The percentage
of foundations distributing less than 6 percent of net worth rises from
40 to 51 percent when the small foundations are excluded. The
percentage distributing less than 10 ercent of net worth rises from
52 to 68 percent when the small foundations are excluded.

Another attempt was made to eliminate the influence of conduit
foundations on asset payout ratios. This was done by preparing an
analysis of the data Limited only to those foundations that repor
no contributions received in 1962. As in the prior tabulations the
sample results for large, medium, and small foundations with no
contributions have been blown up. It is estimated that about one-
third of foundations had no contributions received in 1062. Since
the Ford Foundation would be included in this category, and wo
tend to dominate the figures, table 16, which presents somé summary
figures on foundations receivinano contributions in 1962, contains
the data excluding the Ford Foundation. This subsample, even
though it is based( only on about 400 foundation returns, is quite
useful in illustrating the behavior pattern of foundations with respect
to the handling of income.

TaBLE 16.—Aggregale dala on foundations reporling no condributions received in 1962
{Dollsr amounts in millions] '

Foundations with Percent of donor-related
no contributiods influence (;;el:cl;vestuwnt

received in 1962

Al\p‘ Ford | Over s Over :? Unoer %0

exoe or ver percent—| percen
Ford percent | not over nfle empi

50 percent Ford
Number of foundations......-..-o---czseonemsm==7"0 4,508 1 3,185 333 1,107
Net ordinary inoome (after eXpenses) .. oo ------=-=" sl40.8 | $136.4 $56.4 $10.7 $82.7
Capital galn......--eonmmeessmrennsemnmooomanmosT 4.7 321.2 20.4 49 20.3
Total INCOMe. «convanronrmmsmssmsonsasmm""0 0" 195.5 463.6 76.8 15.6 103.0
Grants from current and sccumulated income Lo.... 158.7 23.4 66.8 12.6 .4
Grants from capital ! _...ooooonooeonmmmmommmeemT 2.5 |-ceeneeve- 15.0 10.3
Total GIAMLS. - ccnvmmnomrmmmnmmmesomm7T "2 185.2 233.4 81.8 15.8 80.7
Net worth (ledger) .. .o..---comsmommeesmem""" """ 2,73.0| 2,217.0 1,051.0 240 1,43.0
Net worth (market). .oo.--e-conmensssmsssoomm7" 4,010.0 | 3,140 1,612.0 3420| 2,080

1 Includes cost of making grants.
Bource: 1964 Treasury Department Survey of Private Foundations.

It is inperestin that in the aggregate, foundations that received no
contributions st made grants in excess of current income.
appreciable amount of grants were presumably in excess of accum ated

income and were therefore marked as coming from capital. In the
aggregate, grants were not as large as the sum of ordinary income and
capital gains. In the aggregate figures the volume of grants relative -

to income was higher for those oundations where donor influence

exceeded 50 percent than it was for others.



W

TREASURY DEPARTMENT REPORT ON PRIVATE FOUNDATIONS 95

Table 17 shows some percentage calculations based on the calcula-
tion of ratios between grants to net worth and ordinary income to
net worth for those foundations receiving no current contributions in
1962. As would be expected, a higher percentage of these foundations
would be affected by a requirement that grants Ee a certain percentage
of net worth than was true when this requirement was tested against
all foundations. In this case about 40 percent of these foundations
would be affected by a 315 percent payout requirement while the
percentage was about 25 percent for all foundations. It might be
noted also that the earnings experience is somewhat better when one
looks at foundations without contributions because, by and large, less
of the assets tend to be invested in highly li,?]“id forms as might be
appropriate where the foundation is serving only as a conduit. Most
liﬁely about 40 percent of these foundations have a current
earnings rate in terms of ordinary income in excess of 314 percent
of market net worth. It would be expected that those foundations
whose rate of return on net worth was relatively high should pretty
much correspond to those foundations whose ratio of grants to net
worth was also high. Nevertheless there would be some of the
foundations whose rate of return was in excess of 314 percent who
would not have made a correspondingly high ratio of grants to net
worth. The combined test of a volume of grants equal to the higher
of 314 percent of market net worth or ordinary income might affect
about 50 percent of these foundations.

TaBLE 17.—Percent of foundations receiving no current conlributions whose tolal
granis and ordinary sncome were less than cerlain percenlages of net worth

Foundations whose grants were | Foundations whose ordinary income was
less than— less than—

1 per- | 3per- | 6 per- | 10 per- 0 1 per- | 3 per- | 6 per- | 10 per-
cent— | cent— | cent— | cent— cent— | cent— | cent— { cent—

of market net worth of market net worth

All foundationsreceiving no
current contributions. . .. 19 35 5 69 2 A 9 87 92

Foundations with no con-
tributions received whose
donor related influence
WaS—

over 50 percent_.__._.__. 17 29 49 61 2 2 53 88 92
33 percent to 50 percent. 14 39 67 82 6 2 490 88 04
0to33percent..._.___.. b 49 84 1 11 41 84 92
Foundations with assets
over $100,000 with no con-
tributions received whose
donor related influence
was—
over 50 percent..._....__ 8 4 62 mp 3 10 36 91 04
33 percent to 50 percent. 5 38 74 79 0 5 42 9 100
0to0 33 peacent.....___.. 10 3 i} 87 2 5 25 87 94

Source: 1964 Treasury Department Survey of Private Foundations,

Even in this group of foundations with no contributions received
in 1962, it is lkely that some conduit foundations are included,
that is, foundations which were distributing econtributions received
in 1961. Including these in the tabulations continues to distort the
relationship between capital and payout. (Nearly half of the small
foundations with donor influence over 50 percent distributed over 10

42-663—65——8
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ercent of net worth in grants and thus apparently got contributions
1n previous years. None of the small foundations with donor influence
less than 33 percent without contributions showed this pattern of
contributions over 10 percent of net worth.) A more revealing set of
figures on the relationship of grants to market net worth for founda-
tions not receiving contributions is shown in the bottom bank of
table 17 which eliminates foundations receivin contributions in 1962
and foundations with assets under $100,000. In these figures founda-
tions with high donor-related influence show a slightly better payout

erformance, despite showing & somewhat poorer record on earning
income. 'The differences in payout, however, are quite small, and at
this point the sample of foundations receiving no contributions in
1962 and having assets over $100,000 is fairly small. The sample
includes 142 foundations in the over-50-percent category, 31 in the
33- to 50-percent category, and 117 in the under-33-percent category.

It is not clear why, in these various sets of ratios, the foundations
with a high proportion of donor-related trustees appear to show a
somewhat better payout performance. It may be that this group
contains many situations where future contributions from the donor
or his family are still expected which induces the trustees to be more

liberal with available assets.

10. Foundation involvement in business

Table 18 lists those foundations with assets of $10 million or more
which own 20 percent or more of the stock of business corporations.
The table sets forth the foundations’ holding of the stock of the
businesses as of the end of 1962, cash dividends paid on such stock in
1962, yield, and the total assets of the foundations as of the end of
1962. ~ This table was repared from data obtained from the Form
990-A and supplement questionnaire.



TaBLE 18.—Ownership of more than 20 percent of the stock of business corporations by foundations with assets $10 million or more !

{In millions of dollars]
Approximate Total assets
Name of foundation 8tockholding, end of 1962 pvulue of 1962 cash Yield of founda-
stock, end dividends tion, end of
of 1962 1962
) & Donormddm-nhtodpcrﬂungxuant or more
of lo?ndmm'a trustees, etc., who eonua invest- P
men H ercent
Alcos foundation 24 percent of Nalco Chemical Co. common stock . ....oc.o.... 1$26.1 $0. 58 2.2 2$43.3
Winfield Baird foundation. 24 peroent of Skyline Ofl Co. common stock. ... ... ........ 121 0 0 317.8
Charles Ulrick and Josephine Bay Foundation..| 73 t of vouncg power (thro:ﬂh common and voting pre- 36.6 .36 55 310.1
stock) of Connecticut Rallway and Lighting Co.
Cannon foundation. 39 percent of Imperial Cotton Mills Co. common stock. ....... 3.6 .01 1.7 328.2
42 percent of Social Circle Cotton Mills Co. common stock. ... 3.6 .01 L7 lacceaccnnnens
46 percent of Amaron Cotton Mills Co. common stock......... 31,0 .03 b N I P,
Preferred and nonvottn&:ommon stock of Concord Telephono 310 .06 L N1 2
Co.; foundation’s hol gtepreaenu 33 percent of value of all
shares of Conocord Telephone Co. stock.
Amon G. Carter Foundation.....cecaecaacean... lu.lm percent of Carter Foundation Production Co. common 21,8 0
50 percent of Citizens Hotel Corp. common stock 2.6 0
Danforth Foundation. 23 percent of Ralston Purina Co. common stock - 297. 4 243
De Rance, Inc... 47 nt of Miller Bre Co. common 8tock . ...cococoaan. 115.0 .44
El Pomar Foundation 1 nt of common and 86 porcent of preferred stock 250.8 .68
of El Pomar Investment Co.
100 peroent of Broadmoor Drug Co. common stock............ 2.1 0
General Electric Foundation......oeeeaaaoaoo.. 30 percent of Stevens Pager Mills, Ine., common stock.__....... 3.3 .04
Herrick Foundation 23 percent of Tecumseh Products Co. common stock.......... 325.1 1.0
Houston Endowment, Inc. 100 percent of Eommwcm & Industrial Life Insurance Co. 1.5 .03
ocommon stock.
100 peroent of Commeros Co. common 8tocK... o cccevvecceeaa. 215.2 .12
94 peroent of Commerce Co. preferred stock. ... -coceoceeocannn 2128 .11
51 percent of Airline State Bank, Houston, common stock...... .8 0
42 perocent of wuﬂa Bank, Houston, common stock.... 1.8 1]
26 percent of N Bank of Co , Houston common 327.8 .42
stock.
Kresge foundation 100 percent of -Newark, Inc. common stock............ 313.0 .00
34 percent of 8. 8. Co. common stock...... 240.1 2.84
LeTourneau foundation... 88 percent of R. G. LeTourneau, Inc. common stoc! . 4.7 0
Lilly Endowment, Inc.... 45 percent of Elf Lilly and Co. common stock................. 2108.1 3.39
Nonvoting common stock of Eli Lilly and Co.; foundation's 142.0 1.32
bolding of nonvoting common stock represents 7 percent of
value of all shures of Eli Lilly and Co. stock.
Bee footnotes at end of table, p. 99.
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TABLE 18.—Ownership of more than 20 percent of the stock of business corporations by

foundations with assets $10 million or more i—Continued

Approximate Total assots
Name of foundation Stockholding, end of 1962 value of 1962 cash Yield of founda-
stock, end dividends tion, end of
of 1962 1962
1. Donor and donor-related partics, reprcsent % or
more of foundation’s trustees, etc., who control
investment policy.—Continued Percent
Moody foundation 50 percent of Jal-Tex Hotel Corp. comtnon SLOCK ccemncannncncn 3g1.4 0 0
50 percont of Silver Lake Ranches Co. common stock . 3.7 0 0
100 percent of Texas National Hotel Co. common Stock ... ... 3$1.3 0 0
35 percent of American National Insurance Co. cominon stock. 2167.3 $2. 42 1.4
.| 44 percent of Hotel Wade Hampton, Inc., common stock.....- 3.3 .00 1]
40 percent of Moody National Bank comimon stock._...... - 3.8 .0l 1.3
35 percent of National Hotel Co. comtnon stock.. ... .- 32,5 .00 [1)
Charles Stewart Mott Foundation..cacaaccacacee 100 percent of D. M. Christian Co. common stock... - 3.4 .00 0
100 percent of J. W. Knapp Co. common stock..__...-. . 34.7 .00 0
100 percent of Smith RBridgman & Co. commou stockK..oooceea- 313.2 .00 0
100 percent of L. W. Robinson Co. common Stock - . ccacacncnaa 31.0 .00 0
61 percent of Wayne Oakland Bank commot 8tocK - «cacccnena- 17.6 .00 0
48 percent of U.8. Sugar Corp. common 8t0cK. oo ocecmeeccnnnen 23,7 .76 3.2 }iceaaaas caeaca
8id W. Richardson Foundation.....--cc-ecce-.--| 100 t of Richardson Oils, Inc. common stock...........- 311.7 0 ] 295.0
k3 peree;\t af Sid W. Richardson Carbon & Qasoline Co. com- 17.4 [} [/ T PR,
mon stock.
69 percent of Texas State Network, Inc., common stock...... - 3.3 0 [+ JE [,
49 percent of Citizens Hotel Co. common stocK..coceccnccanan 3.7 0 [+ I eanmomons
Rm Foundation 23 percent of Beaunit Corp. common StOCK. . cecceccmmmncncacan 29.7 .53 5.8 110.5
8 Foundation. ...coecacaae -| 100 percent of Leatherstocking Corp. capital stock.....-.- - 23.0 0 0 114. 4
William Volker Fund......... -} 28 percent of Joanna Western ills Co. common stock.......-- 315 .08 5.3 314.3
william K. Warren Foundatio ~| 34 percent of Natural Gasoline Co. common stock. ... . 2.3 .0l .4 3135.8
Woods Charitable Fund......-. 24 percent of Sahara Coal CCo. common StOCK . oo e icnmemane 32,1 .48 2.9 $13. 4
Preferred stock of Sahara Coal Co.; foundation's holding of 123 .12 B2 |eercccmaccaaen
grelcrred stock represents 14 percent of value of all shares of
ahara Coal Co. stock.
IL. Donor and donor-related parties re resent more
than 3¢, but less than 1% of foundation’s trustees,
ete., who control investment policy:
Louts Calder Foundation. .... mmenean ceeueoe--| 30 percent of Perkins-Goodwin common stock..c.cceae- cesennn 39,1 . . 240.1
John A. Hartford Foundation. ... --ccoc ~o.-..] 33 percent of Great A & P Tea Co. comimon 8tock. .- cceoaennnn 1314.3 10.34 3.3 2360.2
William Randolph Hearst Foundation. cccaa---- Nonvoting common stock of Hearst Corp.; foundation’s hold- 343.6 .18 .3 343.8
h:gc r:presents 54 percent of value of ali shares of Hearst Corp.
8 .
Charles F. Ketceﬂn{) Foundation........c.-- ....] 30 percent of C. F. Kettering, Inc., common [17:7.) S, 362.8 2.79
Samuel Roberts Noble Foundation..... P ~--] 100 percent of Noble Drilling Corp. common stock...... - 7.3 0
100 percent of Samedan Oil Co. common StocK.ooceannan .- 317.0 0
100 percent of B. F. Walker, Inc., cammon StOCK . ccnaan-n .- 35 0
50 percent of Lenox 8quare, Inc., common 8tOCK .. cccecenanae 21.0 0
75 percent of preferred stock of Lenox Square, Inc.; founda- 3.8 [}]

on's holding of preferred stock represents 25 percent of
value of all classes of Lenox Square. Inc,, stock.
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I11. Donor and donor-related gsrzlu represent more
than 35, but not more than 34 of foundation’s
uum etc. who control investment policy:
B -Braniff Foundation... 100 percent of Girard Insurance Group common stock......... 312.0 0 0
Duke 57 percent of Duke Power Co. common stock............ 2366.6 1.1 3.0
82 percent of Duke Power Co. preferred stock....-.....oc..... 3.4 .02 5.0
22 percent of Pledmont & Northern Ry. Co. common stock 22.3 .13 8.7
Fred L. Emerson Foundatlon._._._._._...._.... 100 percent of Duncar Corp. common 8tocK......ovoeeceea. 5.9 .02 2.2
100 percent of Enna Jettick Corp. capital stock.. 3.4 0 [
Lettie Pate Evans Foundation.__............... 42 percent of Whitehead Holding Co. common stock . 217.8 .58 7.7
Louis W. & Maud Hill Family Foundatior 100 percent of Hill Foundation Co. common stock... 1.3 0 ]
S8amuel H. Kress Foundation...._........ .- 42 percent of 8. H. Kress & Co. common stock. ..... 2118.0 .25 1.4
Olin Foundation. ... ..o iinena. 100 percent of Federal Cartridge Corp. common stock......... 314.3 1.0 7.1
IV. Donor and donor-related parties represent 14 or less
of lmtmdauon's trustees, etc. who control invest-
men :
Altn'::ncgonndstlon O&?mun of B. Altman & Co. capitalstock..........ccou...... 235.1 .46 1.3 330.6
Callaway Foundation. 100 percent of Callaway Mills Co. common stock 337.7 .00 [\] 3421
Samuel 8. Fels Fund 86 percent of Fels & Co. common 8tocK. .......oooeeeemeeeann.n 32,9 . .7 19,2
Ford Foundation.. ... Class A (nonvoting) stock of Ford Motor Co.; foundation's 22,008.2 91,15 4.4 213,320.4
holding of class A stock represents 46 percent of the value of
all shares of Ford Motor Co. stock.
Josephine E. Gordon Foundation........._._... 100 percent of Gordon Baking Co. common stock. 39.0 .03 .3 9.0
Gulf 01l Foundation... .. ..._........ -| 100 percent of Pontiac Refining Co. common stock. . 832.2 .78 2.3 332.6
Charles Hayden Foundation... -| 100 t of Ha‘yfund, Inc., capital stock .6 .00 0 376.2
Independence Foundation. ... . .occcaceaaaa.. Preferred nonvoting stock in Band-It, Inc.; foundation's hold- L 3% ) .05 6.3 320.3
ing of preferred stock represents 7% percent of value of all
shares of Band-It, Inc., stock.
W. K. Kellogg Foundation (and W. K. Kellogg | 45 percent of Kellogg Co. preferred stock.....__. P wameee 34,6 .19 4.1 1380.3
Foundation Trust).
51 percent of Kellogg Co. common stock.....o..oooou... . 134.6 7.2 2.2 |ececmccaccccan
Pew Memorial Trust 100 percent of Minerals Development Co. common stock...... - 31.8 " 66.0 2415
2] percent of S8un Ofl Co. common stock. . 3138.2 3.10 22 leaeaacacaaaa
Pittsburgh Plate Glass Foundation........ -aeaa| 46 percent of Cn:.n:ruegh Co. common stock......... 8.4 0 0 316.1
Research Corp. aae -.{ 100 percent of R Cottrell, Ine. common stock. —eemma 829 0 0 211.4
Alezander & Margaret Stewart Trust........... 47 perkosnt of Midland Building Industries, Inc., common L2 0 0 8 7.9
80 perkennt of Midland Building Industries, Inc., preferred .3 .01 b 5 N P
Robert A. Welch Foundation. ... .......... --| 70 percent of Mound Co. common stoekK. .....cccccmcnacancannn 3.2 .08 4.2 1558
64 percent of the preferred stock of Mound Co.; foundation's .8 .04 LN+ I P -
holding ouxelemd stock represents 2 percent of value of all
shares of Mound Co. stock.
1 This table excludes stock of oo?ontlon: which, it appears, hold assets, such as real 8 Market value.
eatn:o, the income t;okt:xc “lvhlgh v::u (ri no& btolottutgi as unmlla&gd buslnkeu‘lncome l:'the $ Value on fuundation’s books (value of assets at date of acquisition by foundation).
asset were owned y by the foundation. also excludes stock o ons Source: 1064 Department Su
stock ’ ”m:' . tock : rvey of Private Foundations. S8imilar informas-
e e st00.000.® in excess of 20 percent of the corporation’s outstanding s tion may be found in the Patman Report, 1st installment, suprs, See pp. 35-50.
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11. Foundations and type of charity.

Table 19 provides some estimates of the grants of foundations by

hilanthropic field involved. The estimates are by the Foundation

ibrary Center. These are strikingly different in distribution from
individual contributions in the aggregate, involving a much lower
contribution to religion and higher contributions to education and
international activities. This cannot be taken directly as a measure
of the redirection effect of foundations. Foundations handle the
contributions of the wealthy, by and large, and the pattern of reduced
contribution to religion and increased contribution to education
among the wealthy is seen in table 4.

TaBLE 19.—Gran!s of 6,007 foundations, by major fields in 19621

{Dollar figures in millions)
176 large | 847inter- | 4,984 small | 6,007 total
Fields founda- mediate founda- founds-
tions 3 founda- tions ¢ tions
tions ® :
Education. $201 $76 $38 $3156
Percent.......... 48 46 21 40
International activities. $74 $28 $4 $106
Percent. 17 17 2 14
Welfare. . ... $26 $10 $60 $96
Percent. 6 6 ) 12
Health 44 $16 $0 $00
Peroent.. 10 10 17 12
008 $61 3 -] $86
Percent 14 14 1 11
. 0 3 &4 $46
eroent. 2 2 19 []
Humanities. 22 $8 $10 $40
Percent.. ] 5 [} 5
Total. $438 $165 $179 b1
Peroent of grants. 58 21 100

1 Possessing assets of $10,000,000 or more.

9 Possessing assets between $1,000,000 and $10,000,000.

3 Possessing assets under $1,000,000.

§ The 6,007 foundaticns included in the 1062 directory. Generally, thess had assets over $100,000.

Source: *“The Foundation Directory,” ed. 2, p. 4.
Norz.—Detall may not add to totals because of rounding.
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APPENDIX A—Exnimir 1

Page
o590 RETURN OF ORGANIZATION EXEMPT FROM INCOME TAX
L3 Trewy Sepertmnnt Section 801(c)3) of the Intarmal Revenve Code 1962
PART Il |1 cuwn Voor 1962 othes a2t 7o0r bagraomng L1962, ol endeg "
Fart 1T intormabon required purrsont ¥ Sechon 6033(b) and other appiica bl . of the | | 2 Code must be submatied
in 3-pl.cate as pont - your retum.  Trus pant will be mode availabie 10 the public
Lege! name of orgamsctes Address (aumbue. s7eel ity or towa. pastal sene. oad Stetel This roturn must be filed on o bolers the
r | :::--—hlldo‘tn:-uu-:
whish b lessted the plosse of buel.
Please [ ndnd oifion of the
cleatly

8. Gain (or loss} trom sale of assets, .
8. Other tnoome (Attach schedule.—Do not include contrib  gitls, grants, oic. (See line 17)) ... |
. Total gross income (Lnes ) to 9, inclusive). ............. cererreeeena. veeeeenene e, I8

31. Espensss of samung gros incame from column 3, Schedule A........................ ...
nmwmmmmmmmmoworcuumonmmmm

mnmummmucum.mnmwunouorm

12 E of distributing current or lated income from column 4, Schedule A
13 Conirib qifts, grants, scholarshipe. eic. (See L

nmmmamnumammumwm
20, Expenses ol distributing 1pal from col 6, Schedule A

Schedule A—Allocation of Expenacs (See Instructiona)
= R P
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Furny 990-A-1963

MELTS (See Instructions)

Page é

Schedule B.—BALANCE 8!
i

Lag of Your

3. Notes recmivable
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INSTRUCTIONS FOR FORM %0-A (1%2)
RETURN OF ORGANIZATION EXEMPT FROM INCOME TAX

Section 501(c)(3) of the Internal Revenue Code
GFlERAL INSTRUCTIONS

A. Who must file Form 990-A.—An annual state.
menrt, Part | of this form, of gross ircome, receipts, dis
bursements, elc., is required by law ol every orgamza-
tion which is exempt {rom tox as described in section
501(c)(3) of the Code, excepting only (1) a rehigious
oraarnizotion; (2) on educational orgoruzation if it ror-
moliy maintairs a regular facuity ond curniculum and
normally has a regularly orgor.uzed body of pupils or
studerts in ottendance ot the piace where its educa-
tional aclivities are reqularly carried on: (3) a chor.
dable crganization, or on organizotion for the preven-
tion of cruelty to children or arimals, il supported in
whole or in part by lunds centributed by the Urited
States or any State or political subdivision thereo!, or
primanly supported by contnbutions of the general
public; (4) or on organizotion operated, supervised, cr
controlled by or in connection with a religious crgani.
2ation described in section 501(c)(3). In addition to
Part I, such organizations are also required by law to
file certain infcrmation on Part Il of this form which is
made available to the public. In connection with Part
Il of this form !l required irformation must be sub-
mitted except that the orgonizotion may omit ony
information relating 1o a trade secret, potent, process,
style of work, or opparatus which would adversely
alfect the rgarnizaticn, cr any irlormaticn which weuld
adversely oflect the raticra! defepse. In such cases,
the craanizatien must submit this type of informatica
cniy with Fart |, together with o statem:nt icertiying
which items are being withke!d from Part Il ard the
reosons fer deirg so.  The law prevides pera'ties for
failure to fumnish the infermaticn requurec by this ‘orm.

B. Signature and verification.—The return must
be signed either by the president, vice president, treas-
urer, assistant treasurer or chief accounting officer, or
other corporate officer (such as tax officer) who is
authorized to sign. A receiver, trustee, or assigree

must sign any return which he is required to file on
behaif ¢f a corpcration. The return must olso be
sigred by any person, firm, or corporation who pre-
pared the return. If the return is prepared by a firm
or ccrporation, it should be sigrned in the name of the
firm or corporation. The ventication is not required if
the return is prepared by a regular, fullime employee
of the orgarnization,

C. Form 990-T.—Section 511 of the Code imposes
a tax in case cf cerlain orgarizations described in sec-
tions 401(a) and S01(cH2). (3), (5), (6), and (17, on
inccme derived (a) frem operation of a business enter-
prise which is unrelated to the purpose for which such
organizotion received an exemption or (b) from certain
rentals {rom property leased to others on g long-term
basis. (Use Form 990-T.)

D. Form 1093.—Every organization engaged in a
trade or Lusirness (which includes for this purpose all
exempt functions) making payments in the course of
such trade or business of interest, rents, commissions,
salaries or wages (not reported on Form W-2), or other
fixed or determirable income (including allowances for
experses) ¢f amourts of $600 or more dunng the cal-
endar year to an individual, a partnership, or a tiduci-
ory shall moke returns on Forms 1096 and 1099. (See
section 1.6C41-1 of the requiations) Elfective January
1, 1963 Forms 1099 and 1096 are required to be sub-
m.tted for payments of interest aggrezating $10 or more.
A copy of any .nlormation return (Form 1099) 1s required
to be {urr.ished to the payee.

E. Attachments.—The schedules contained on the
oiicial iorm should be uscd unless the entry spaces
rrevided are not sulficient for your neads. Attachments
must centain the name and oddress of the orgarization
os we.! as the required information and must {cliow the
icrmat of the schedules-and must be presented in the
same sequence as the lihes of the form,

SPECIFIC INSTRUCTIONS
(Roforonces are to lines or scheduies oa form)

8. Attach a schedule to pages 1, 3, and 5 showing
with respect to each asset sold or exchanged: () Date
acquired, manner of acquisition, date so!d, ard to whom
sold: (b) Gross sales price; (c) Cest, other bas:s. cr va'ue
at time of ocquisition if cenated (state which); (J) Ex-

perse cf sale ard cost of improvements subsegaert 19 ;

aoquisiticn; (e) Depreciation since acquisiticn; and ')
Gain or ‘css— (b) plus fe) minus the sum of (¢) ord (c).

13. Attach a schedule to pages 1, 3, and S in support
of cortnbutions, gits, grants, scholarships, etc., show-
ing: (o) each class of activity; (b) separate tctal for
each activity: (c) name and address of donee and am.cunt
of distncuticn to donee; and (d) relationstup of donee, 1
related by biood, marriage, adoption, or employment
(inc'uding children of empioyees) to any perscn or corpo-
rat.on kaving an irterest in the organization such as
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creator. Gonor, directer, trustee, cthoer, etc.  Activities
should e clossiied according to purpose in greater
dewnl thar. merely charilable, educationol, religious, of
scientific.  For exampie, payments for nursirg service,
for laboratory constructicn for fellowships, or for ass.
ance 10 indigent jomilies should be 30 identified.

Although the actua! distribution of cash. secunities or
cther property 1s to be entered on this line the expenses
in connection with the distnbutions atd those expenses
incurred for philanthropic proarams operated by the
orgamization itself are not to be inciuded on this line
but should be entered on line 12 ond in column 4
of Schedule A.

Where the fair market value of the property at the
time of disbursement is the measure of the contnibution
a=d is used 1n arriving at the amount to be entered
on this hine the schedule must a!so show: (1) description
of the contnbuted property; (2) book value of the con-
tnbuted property: ard (3) the method used to determine
the book value. In such cose the difference between
foir morket value and bock value should be reflected
in the books of account.

17. In oll coses where money, secunties or other prop-
ety ogaregating $100 cr more is received directiy or
irdirectly from ore perscn in one or more transactions
during the year attach on itemized schedule to page 1
showing the name, adcress, date received, ard the tctal
amount rece:ved frem each such person. If the contri-
bution i in the form of property the description and the
fair market value of such property shall also be fur-
nished. (The term “person” inciudes irdiiduals,
fiduciaries, partnerships, corporations, associations, and
other organizations.)

21. Attach o schedule to pages 1. 3. and € for contri-
butions, qufts, gronts, scholorships, etc., which were
paid out within the year, showing the same infornination
required in instruchion 13. For those disbursements
made 1n prior years only the tctal need be shown.

Schedule A.—Attach a schedule in support of Lire (a)
to pag~s 1. 3, and 5 for compersation of olticers, di:ec-
tors, trustees, etc., showing name, pusiton, ime davoled
to position, salary, and experse occount allowaroes

For depreciation attach a schedule to pages 1. 3. and
3 showing: (3) kind of propenty; (0! Cate acyuced:
(¢) cost of other basis (exclude land); (d} depraciation
taken in prior years: (e) method of computation: (f) rate
(%) or life (years). and (g) depreciation thus year.

Expenses to be entered in column 2 of Schedule A
should be extended to columns 3 through 6 on the basnis
of acoounting records. li such records do rot provide
for this division, expenses may be divided on any
reasonable basis, such as an approxiation of the use
of a facility or the time spent by an individual.

Schedule B.—The baiar.ce sheet should agree with
the books of account or any differences should be
reconciled.

In all cases where invesiments in corporate stocks
ot the close of the taxable year inciude 10 percent
or mere of any class of stock of any corporation, attach
o schedule to pages 2. 4. and 6 showing: (0} name
of corporation, class of stock ond whether the stock
is voling or nonvating; (b) number of shares owned
of each class ot beginning and end of the taxable
year: () total number of shares outstanding of each
~lass; (d) value of stock as recorded in the books and
included in line 7; (e) date acquired; and (f) maaner
of acquisition. Instructiona 900-A (1962)
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APPENDIX A—ExHIBIT 2

Bureau of Budget Approval
No. 48-6L02
Expires Dec. 31, 1964

QUESTIONKATRE
TAX-EXEMPT FOUNDATION SURVEY

BAME......
ADTRESS., ,

Officials, etc,
—_— St

1. List below the name and position of each official (orticer, director, or
trustee, etc. ), vhether or not compensated, of Your organizetion at the end of the
periad covered by your 1962 Form 990-A. (Please 1ist al) officers first, then
directors, then trustees, etc.) Use additional steet 1f necessary.

Relationship Investment

Policy
Neme Position (see f2 belov) (see #3 velow)

fone  Type jreefile (2)
1. o ___ o o
2, o __ 0o o
3 g __ o o
L. o o o
5. g . o o

2. For each official listed » indicate by entering the appropriate letter in
the ¢olumn "Rehtlonshxfa = Type" vhich, 1f any, of the relationships 1isted below
he bears to the creator of the organization or tg g substantial contributor (any
person who has contributed $1,000 or more to the organization)., If none, check the
column "nelltlauhlp - None,"

(-; He is the creator or o substantial contributor,

(b) He 18 relateg by dlood, mrrisge, or adoption to the creator or to a
substantial contributor.

(c) Ye 18 an employee of the creator or of g substantial contridbutor,

: (d; He is an attomey or accountant of the creator or substantial contributor.

{e) He 1s an enployee of a corporation owvned (50 percent or more of vot

stock or 50 percent Or more of the value of all stock), directly or
indirectly, by the creator and/or substantie) coatributor.

(f) He 16 an employee of g vartoership or other unincorporated business venture
in wvhich the creator and/or substantie) contributor ovns 50 percent or
more of the capital interests or Profits interests.

{g) He 15 a person who holds 20 percent or more of the voting stock or 20 percent

OF more of the value of all stock in any corporation in vhich the creator

and/or substantig] contributor (and the wife ang children of the creator

and/or substantial, contributor) holds 20 percent or more of the voting
8tock or 20 percent or ®ore of the value of a1] stock,

(Question 2 contiiued on page 2.)
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(h) He 1s a person vho holds 20 percent or more of the capitsl interests
or profits interests in any partnership or other unincorporated
business veuture in vhich the creator or substantial contributor
(and the vife and children of the creator or substantial contributor)
holds 20 percent or more of the capital interests or profits interests.

(1) He has another significant business relationship vith the creator
or a substantial contributor.

(If the relationship (i) is indicated, plesse describe briefly on an attached
sheet. Such other significant business relatioaship would, for example, exist
vhere the official {s an employee of a corporstion or partnership in vhich the
creator or substant{al contributor owns 20 percent or more of the stock or capital
or profits interests.)

3. Indicate by checking "yes" or "no" in the "Investment Policy" column
vhether the individual official vas authorized to participate in decisions relating
to the handling of investments of your organization, or decisions relating to the
total amount of income, contributions, and corpus to be invested.

Question 15 on Form 990-A asks vhether or not your orgenizetion engaged in
certain transactions vith the creator of the organizetion, vith a substantial
contributor t> the organizetion, or with certain parties related to either the
creator or a substantial contributor. The following question (4) asks about such
transactions vith officials of the organization and certain parties related to
such officials and deals only vith transactions that vere not involved in question 15
on Form 990-A. In asvering this question do not take account of any transactions
involving individuals vho are both-creators or coantributors (or related to creators
or contributors) and officials or rel-ted to officials.

4, Transactions vith Officers, etc.
During the periad covered by your 1962 Form 990-A, did -

-any Oof the officials of your organization;

-the brothers, sisters, spouses, ancestors, or lineal descerdauts
of the officials;

-corporations owned (50 percent or more of voting stock or SO percent
or more of value of all stock), directly or iadirectly, by the
officials; or

-partnerships or other unincorporated business ventures inm vhich
the officials owned 50 percent or more of the capital interests
or profits interests:

(1) (2)
fes Ko

(a) Borrow any part of your cash, securities, or other
property?

(b) Lend any cash, securities, or other property to
you?

(c) Have any part of your services or assets (other than
compensation for personal services reported om
Schedule A of your 1962 Form 990-A) made available
to thes?

(d) Purchase any securities or other property from

you?
(e) Sell any securities or other property to you?
(f) Receive any of your cash, securities,or other
property in other transactions?

QRO Q QQ
QRQ L Q[

If the ansver to any of the questions is "yes,” attach & detailed explanation. |
(Please mark this explanation "Schedule 4.")
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m....'
ADDRESS., .

5. Contributions Received During the Period Covered by Form 990-A for 1062

(a) Enter the amount of contributions received during the
period covered by your 1962 Form 990-A (line 17,

page 1). s
(o) Enter the amount of such contributions which were in
the form of cash. $

(c) Enter the amount of such contributions which vere in
the forr. of stock {n any corporation with respect to
vhich, at the end of the period covered by your 1962
Form 990-A, your organization held 10 percent or more

of any class of stock. §

€. Market Value of Assets at End of Period Covered by Form 990-A for 1962

{#nere oo mariet quotations or detailed valuations are available to establish
rarzet value of assets, an arproxiration will be satisfactory.)

(a) Total Assets ¢
(b) Corporate Stock ¢
‘7. Certain Stock
(a) During the period covered by your 1962 Form 990-A, did  Yes (1) /7
your organization hold 10 percent or more of sny class
of stock in any corporation? ¥ (2) [7

If the answer i3 "yes, answer question 8 on page k.
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Y. It you ansverea "yes" to question T, on pege 3, ansver questions (a) thraugh
(e) for each corporation in vhich your organization held 10 percent or more of

any class of stock during this period. If your orgsnization held more than one
class of stock in such corporetion, ansver questions (a) through (e) vith respect

to each class of stock in which your corporation held 10 percent or more. Note

that qu.stions (d) and (e) refer ts holdings at the end of the periad. If your
organization held 10 percent or rore during the period but reduced this percentage
(even below 10 percent) by sales during the period, answer questions (d) and (e)

with reference to the end-of-perisd holdings. (Use additional sheets if necessary. )

(a) Name of corporation. (Abtreviate)

(b) Class of stock heid (e.g. coreon,
6 percent preferred, etc.).

(<) D18 your organization sell, or othervise 1. Yes [] 1. Yes [T 1. Yes /7
dispose of, any of this stock during

the period covered by your 19€2 Form 990-A?

"

(Ansver "yes" or "no.") 2.M [T 2.% [T 2.% [7

(d) End of year holding -- For the shares
of this class held by your organization
at the end of the period covered by your
1962 Form 990-A give -

(1) - Book value. $ $ $
(i1) - Market value. 3 $

Aad

(111) - Approxicate percentage of
total voting pover. % ] %

(iv) - Approxicate percentage of
total value of all classes
of stock in the corporation. 9 < 9

(v) - The total annual cash dividend
on shares held at the end of
the period. $ * $

~—

(e

Give the approxirate percentage of the
total value of stock in the corporation
held at the end of the period covered by
your 1962 Form 990-A by the creator

and substantial contributors to your
organization and their brothers, sisters,
8pouses, ancestors, lineal descendants;
corporations owned (50 percent or more of
voting stock or 50 percent or more of the
value of all stock), directly or indirectly,
by such creator or substantial coantributors;
and partnerships or other unincorporated
business ventures in vhich the creator or
substantial contributor owas 50 percent or
more of the capital interests or profits
interests. (If this information 18 unknown
and not ascertainable, so indicate.)




APPENDIX B

INTERNAL REVENUE SERVICE ADMINISTRATIVE ACTIVITY

The Internal Revenue Service has taken significant administrative
measures directed at insuring that private foundations, and also other
tﬂpes of exempt organizations, o'i)‘erate in & manner consistent with
the provisions of existing law. These additional efforts have taken
five forms.

The first has been to increase the number of exempt organization
returns which are audited each year. Whereas only approximately
2,000 of such returns per year were audited in the 1950’s, over 10,000
exempt organization returns were examined in fiscal year 1964. As
part of its increased examination Program, the Service has improved
the quality of each audit. Special classes to teach selected agents to
deal with the special problems which are raised in an examination of a
tax-exe&l,ﬁt organization have been held. Special audit guidelines,
which will permit agents to complete a thorough examination of a
foundat(ilon’s activities in a reasonable period of time, have also been
prepared.

he Revenue Service’s second major effort has been to increase the
amount of available information concerning foundation behavior.
This information will be useful to determine whether foundations are
ogerating within the principles of existing law and, if not, the type of
abuses which exist. The additional information will also be used to
sele(izlt ceitain returns for examination as well as for future statistical
studies.

Consistent with the objective of obtaining more information, the
Service has made substantial revisions in the information returns
(Form 990-A) which private foundations are required to file. For
example, the 1964 return re(Luires private foundations to supply
information with respect to the market value of their assets and
detailed schedules of their accounts (and notes) receivable and pay-
able. This information was not previously available from a founda-
tion’s return. The new form also substantially increases the amount
of data which foundations must supply with respect to situations in -
which a foundation owns a significant—5 percent or more—portion
of a corporation’s stock. To the extent permitted by existing iaw,
this new information will be made available to the public.

Third, improvements have been made in the Service’s internal
controls and procedures in the exempt organization area. For ex-
m;fle, 8 check on delinquent and incomplete returns is now being
performed in all district offices. This has contributed to the increase
in the &uality an(}aguantity of exemﬁt organization returns which are
currently being filed. Similarly, an Exempt Organization Master File
system—which will contain e list of the names and addresses of all
exempt organizations—is presently being established. This list, which
will be placed on magnetic :;ape, will permit the use of electronic data
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processing equipment to facilitate the administration of the tax laws
dealing with exempt organizations.

The fourth major administrative effort being undertaken is to
determine the scope of existing law through litigation. Appropriate
cases are being diligently litigated by the Office of Chief Counsel of
the Internal Revenue Service and by the Tax Division of the Depart-
ment of Justice. A sutvey conducted during the spring of 1964
indicated there were approximately 250 cases involving exempt
organizations in various stages of litigation. One of these is a case
pending before the Supreme Court relating to the purchases of business
corporations by private foundations. The decisions which will be
rendered by the courts in these cases may help to provide valuable
guidelines.

Fifth, the Service has increased its efforts to improve voluntary
compliance with existing law. It was felt that many of the unin-
tentional violations found upon audit are attributable to the organi-
zation not knowing what was expected of it. In order to educate
the public the Service during 1964 published 25 Revenue Rulings,
Revenue Procedures, and announcements relating to exempt organi-
zations. Many others are currently under study. In addition, the
Service has published a booklet entitled “How To Apply for Exemp-
tion for Your Organization,” which is made available for distribution
to interested parties. A more detailed booklet, similar to “Your
Federal Income Tax,” is now under active consideration. It is
intended to provide more comprehensive guidance in complying with
the law, and to do so in as simplified a style as is consistent with the
complexities of the subject. It is hoped that these measures will
sufficiently educate exempt organizations as to what is expected of
them and will decrease the number of unintentional and technical
violations of the law. This will permit the Service to devote its main
efforts to cases involving intentional violations,

O



